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PREFACE TO THE FOURTH EDITION 


For the present edition, this book has been leviscd thruout. 
The greatest changes are in the two groups of subjects which oc- 
cupy the most space, — Money and Banking (Book III) and Distri- 
bution (Book V) . In both of these, the order of presentation is now 
different. In both all the matter has been revised, new chapters 
have been added, and others have been dropped. Elsewhere the 
changes are less radical, and occasionally a chapter has been left 
almost as it was in the earlier editions; but none has been left 
quite untouched. 

With all the overhauling, the book remains in essentials such 
as it was when written thirty years ago. In view of the enormous 
economic and social changes of the period since 1914, the treat- 
ment of hardly any subject could be quite the same. But the book 
is still addressed to the same class of readers as at the outset, — in- 
telligent and educated persons who wish to begin on a systematic 
study of the subject. It might have been wiser at the outset if I 
had chosen as its title “Introduction to Economics.” But the more 
pretentious “Principles of Economics” has a long sanction of usage, 
and convenience of reference is served by its retention. 

The question that has caused me most trouble is the extent to 
which there should be discussion of the developments in theory 
that have come during the last twenty-odd years. These naturally 
are of special interest to the professional economists, and the fail- 
ure to take cognizance of them may seem to them a sad lack. Yet 
in the main I have not undertaken to discuss them. The chief 
reason for this restriction is that the new speculations and reason- 
ings have not yet been brought to a consensus of opinion. Any- 
thing laid down on them now may well be obsolete within a few 
years. Economic science is still in the making and remaking. The 
study of the various current movements of thought is best reserved 
to a later stage in the reader’s grappling with the subject at large. 
It is as true of the structure of economic theory which is now being 

vii 



Vlll 


PREFACE TO THE FOURTH EDITION 


reared as it is of the economic system described in this book that 
much has to be unlearned and much has still to be learned. 

My indebtedness is great to many friends and associates, so 
many that an enumeration of them would be tedious. I have tc 
express more specifically my thanks for the aid I have had from 
some who have not only criticized and suggested but have con- 
tributed drafts on one subject or another. Dr. John M. Cassels 
made the first draft of the chapter on the Individual Firm, and I 
have made no ( hanges of importance in what he did. To Professor 
Karl Anderson ( hiefly belongs the credit for the radical rearrange- 
ment of the subject matter of Book III (Money and Banking) ; 
and he undertook the first redraft of many passages in that Book. 
Mr. E. P. nutcliinson has aided me in bringing to date the sta- 
tistical matter and the text of Chapters 51 and 55, on Population; 
and Mr. f. S. Bain lias given similar aid for Chapter 56, on In- 
ecpiality. Dr. John P. Miller has been of similar service, especially 
in Book II; and his aid has been invaluable in the proofreading 
of the whole. 

F. W. Taussig 

('..\muriiw;k. Mass. 



PREFACE TO THE FIRST EDITION 

I HAVE tried in this book to state the principles of economics in 
such form that they shall be comprehensible to an educated and 
intelligent person who lias not bcfoie made any systematic study 
of the subject. Tlio designed in this sense for beginners, the 
book does not gloss over fliflicuhies or avoid severe reasoning. No 
one can understand economic phenomena or prepare himself to 
deal with economic problems who is unwilling to follow trains of 
reasoning which call for sustained attention. I have done my best 
to be clear, and to state with care the grounds on which my con- 
clusions rest, as well as the conclusions themselves, but have made 
no vain prcten.se of simplifying all things. 

The order of the topics has been determined more by conven- 
ience for exposition than by any strict regard for system. In gen- 
eral, a subject has been entered on only when the main conclusions 
relating to it could be followed to the end. Yet so close is the con- 
nection between the different parts of economics that it has been 
necessary sometimes to go part way in the consideration of mat- 
ters on which the final word had to be reserved for a later stage. 
Taxation has offered, as regards its place in the arrangement, 
perhaps the greatest difliculties. It is so clo,scly connected with 
economics that some consideration of it seemed e.ssential; whereas 
public finance in the stricter sense, whose problems are political 
quite as much as economic, has been omitted. Yet a suitable place 
for taxation was not easy to find. I concluded finally to put the 
chapters on this subject at the very close, even though they may 
have the effect of an anti-climax coming as they do after those on 
socialism. 

The book deals chiefly with the industrial conditions of modern 
countries, and most of all with those of the United States. Eco- 
nomic history and economic development are not considered in 
any set diapters, being touched only as they happen to illustrate 
one or another of the problems of contemporary society. Sonic- 
topics to which economists give much attention in discussion 
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anion^ themselves receive scant attention or none at all. I have 
omittcfl entirely the usual chapters or sections on definition, meth- 
odology, and history of dogma; and have said little on such a topic 
as the subjective theory of value, which in my judgment is of less 
service for exjilaining the phenomena of the real world than is 
supposed hy its votaries. I liese matters and others of the same 
sort are best left to die professional literature of the subject. I 
hope this book is not undeserving the attention of specialists, but 
it is meant to be read by others tlian specialists. 

i ho not written on the usual model of textbooks, and not 
planned primarily to meet the needs of teachers and students, 
the book will prove of service, I hope, in institutions which offer 
stibstantial (ourses in economics. The fac t that it is addressed to 
mature persons, not to the immature, should be an argument in 
favor of sue h use rather than against it. Being neither an ency- 
clopedic treatise nor a textbook of the familiar sort, it offers no 
volutuinous footnotes and no detailed directions for collateral 
rcMding. When lac ts and figures not of common knowledge have 
been c ited, my souices of information have been stated. At the 
( lose of eac h of the c‘igh( Books into which the whole is divided, 

I have given suggestions lor further reading and study, 

I have exprc'sseci in the text, as occasion arose, my obligations 
to the (oniem|)orarv thinkers from whom I have derived most 
stimulus, for great aid in revising the manuscript and proof, on 
mattcMs both of form and substance, I am indebted to my col- 
leagues Drs. R. F. Foerster and E. E. Day of Harvard University. 

F. W. Taussig 

llARVARn Umvirshy 
M.nih. i()ii 
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CHAPTER 1 


WEALTH AND LABOR 

§ 1. The subject matter of economics. — § 2. Wealth; free goods; economic 
goods. Wealth and welfare. — § 3. Goods may become economic thru 
mere scarcity; but commonly do so because of the exertion of labor. — 
§ 4. Activity may be irksome or pleasurable. Labor usually is continuous, 
little varied, irksome. — § 5. Some sorts of labor always pleasurable. Eco- 
nomic welfare; happiness. — § 6. The irksomeness of most labor to be 
lessened by better general opinion, and by greater leisure thru shorter 
hours. 

§ 1. To define with accuracy the scope and contents of econom- 
ics is not of importance in the earlier stages of its study. The pre- 
cise demarcation of its subject matter, and its relation to other 
branches of knowledge, can be understood only when something 
is known of its main cone lusions. It suffices at the outset to indi- 
cate by an example what is the nature of the problems dealt with. 
A good example is found in the economic position of one of the 
most familiar articles of use — ^water. 

In a thinly settled community, where springs and streams are 
abundant, water is free to all. No question can arise as to its 
ownership or as to the mode in which the community should 
deal with it. Every one is fortunate in having an unlimited supply. 
No one can gain advantage by taking possession of part of it, or 
devoting labor to procuring it. 

Water under such conditions is said to be a “free” good, not an 
“economic” good. It is not an economic good, in the sense that no 
economic problems arise regarding it. Every one has all he wants, 
and thereby is prospered; what more is there to say? 

A stage may come very early when some labor will be given to 
making the water conveniently available, and when it will be no 
longer strictly a free good; and when yet no economic questions of 
any complexity arise. The individual may dig a well, or pipe the 
water from a spring or stream to his dwelling. The very first 
economic problem, that which may even be considered the funda- 
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mental problem, tlu ii emet ines: How miu h effort is it w(n tli while 
to ^iv(' to the snpply ol this ( ()iiveiiieiu e? But the problem re 
mains a veiy simple one so lon^ iiHli\i(lual exerts himsell 

to satisfy his own wants only. 'There is no clealin;-* with others, no 
sale, no (piestion (if price. If men were to work solely for the 
satisfaction of theii own wants the difficult economic questions 
would not arise. 

A more complex staj^e is reached when water is brou<^ht in by 
some individuals and sold to cjthers. In oriental towns the water 
c aiiier, with his runlet or skin, is still a familiar figure. In our own 
( ilies j)rivate incli\ icluals sometimes sell carboys of spring water or 
distilled water. I fere cpiestions of sale and price arise. Wliat set- 
tles the teims on whic h watei is sold? What settles the earnings of 
those whcj supply it? Arc? they in a position of advantage or not? 
Heie ate* mattcas less simple. 

Still another stage (not necessarily a later stage) is reached 
when common action is taken to procure the water. Here the 
pioblem may remain comparatively simple, or it may become one 
of the* troubic'some ptoblcans of inodca'U communities. 'The trav- 
eler in Italy sees the village fountain, supplical by its acpieduct; 
c vc*n in huger towns, thru some j)arts of Kurope, the public foun- 
tain has remainc’cl until very recc-ntly the chief source of sup|)ly. 
The water is no longer slric tiv a “free” good, sinc e effort and cx- 
pe nse* wc*ie recjuiicd to bring it where wanted. But the effort was 
made long ago, clocvs not need to be renewed (lht*re are no expenses 
of upke e p) . and theie is so muc h water that it c an be used withcjut 
lesniciion or legulalion. In the modern city, however, the case 
lias become different. Theie are grc*at reservoirs, elaborate pump- 
ing stations, mains and pipes. Water is supjdied abundantly and 
convenienilv to every household. There is not only a vast initial 
outlay for the |)lant, but a continuing cost of upkeep. The ques- 
tions arise. W ho shall make the outlay and manage the supply? 
Shall there be public or private owiUTship? And, whether under 
public or |)rivate ownership, what are to be the conditions of sale? 
The water, if under public management, may still be supplied 
gratuitously to all, as it is at the village fcjuntain; or payment may 
be reejuired of the users. The c}uestions of price arise, of sound 
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public policy, of possible gains to the public treasury, of conflict 
between financial and hygienic considerations. The really com- 
plex problems of economics arise full-fledged. 

§ 2. To designate these different sorts of conditicjiis, some quasi- 
technical terms are often used: ‘Tree goods,” “economic goods,” 
“public goods,” “wealth.” 

What arc free goods and Avhat are economic goods has just been 
indicated. Fresh air, climate, sunshine, are the obvious cases of 
free goods; so is water under the simplest conditions, or standing 
timber in a thinly settled and ^veil-wooded country. 

Scarcity is the earmark of an economic good — scarcity, that is, 
relatively to the demand. Water becomes an ecoiu^mic good when 
effort is needed to obtain it in the (juantity desired at the place of 
use. Conceivably fresh air wall become in the future, for consider- 
able numbers of mankind, an economic good. It is so already when 
many persons are gathered in a large room or hall. Fans, conduits, 
engines, are installed; it becomes a question how the needful 
efforts shall be best directed, w ho shall bear the expense. With the 
concentration of population in great cities, and the multiplication 
of agencies that pollute the air in them, it is possible that elaborate 
means will have to be taken for keeping it healthful, fhen the 
same complex problems will present themselves as in the case of 
water; all resting on the relative scarcity of the thing in (juestion. 

“Public goods” are economic goods supplied gratuitously to 
individuals, yet involving effort and consecpient expense to some 
one. Tho free to the users, they are not free goods. Such is water 
at the public fountain; such are parks, museums, free concerts, 
public education, bridges, and higluvays. What goods shall be 
public, and by w^hom the expense of providing them shall be 
niet — whether by levy on all persons, or on some only — these are 
problems as to public functions, and as to taxation for defraying 
their expense, among the most diflicult and far-reaching that the 
economist has to deal with. 

It was common in the older books on our subject to define 
political economy (a phrase replaced in modern times by the 
simpler “economics”) as the “science of wealth.” In this usage, 
wealth meant all the economic goods, including the public goods. 
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Either term — wealth or economic goods — serves to describe the 
subject matter with which economics has to deal; those things 
which men want, which are not free, and which present the prob- 
leins of effort, of satisfaction thru effort, of the organization of 
industry. 

KvideritJy a community is the better off, the more free goods it 
has and tlie less tfie range of tilings that come within the category 
ol ‘wealth.” Where unlimited pure water and fresh air are at 
every ones disjiosal, the conditions of life are eased by so much. 

A mild and eijuahle climate relieves the people of some favored 
.spots horn mudi labor that must be given elsewhere to protection 
(torn heat or cold. It may be said, with an appearance of paradox, 
that the more things in the nature of wealth a community has, 
the less prosperous it is. The paradox is easily solved. The wealth 
of a < ommunity is not the sum total of things on which its welfare 
dejiends — these include its free goods as well as its economic goods. 

I he more things are free, the easier are the conditions of living. 

I he more tilings are economic, the wider is the range of commodi- 
fies t oiueriiing whu h the economic problems arise, and the wider 
is the scope of the .s< ience of ‘‘wealth." 

The abiiitdaiue of free goods, tho in itself advantageous to a 
(ommunity. does not always coexist with the highest degree of 
pio.sj)eiity. In trojiical and semitropical countries the conditions 
ol living are on the whole easier than in temperate countries. 
Some SOI ts of food are free or nearly free, and protection does not 
need to be provided against the cold of winter. But the climate 
-saps energy and checks the development of physical vigor and of 
mtelleitual cajiactty. Hence the peoples of temperate regions, 
troiii the very obstacles tliey have to overcome, gain resources 
wnliui themselves which lead eventually to greater prosperity. So 
It is with individuals. He who has always had abundant means at 
Ins (iimmaiid often lacks endurance and spirit, and in the end is 
.sut pa.ssed in happiness as well as in riches by him who had to face 
IiardtM' (oiulitions at the start. 

5? Ill the preceding paragraph wealth has been spoken of as 
1 le result ot effort. But there are cases where a commodity is 
wealth-ts an economic good-even tho it be obtained without 




§ 3 ] 


WEALTH AND LABOR 


effort. A free gift of nature may be wealth, if it is limited in quan- 
tity. 

Meteoric stones, usually disintegrated by heat before touching 
the earth's surface, in some instances reach the ground. Being 
scarce, and in our days esteemed for scientific research or even for 
the satisfaction of mere curiosity, they command a price. Tho the 
free gift of nature, they are not free goods in the economic sense. 
On some parts of the seashore the waves dislodge from near-lying 
rocks quantities of kelp, which is useful as a fertilizer. Like multi- 
tudes of other articles, its use is indirect; it does not satisfy wants 
directly, but is an aid in the operations for satisfying them. Ob- 
viously, it may none tlie less be wealth. If kelp were steadily swept 
to the shore in such quantities that every one could get all he 
wished, it would be a free good in the strict economic sense. But 
if it is deposited in limited quantities on favored spots, and if 
many farmers are desirous of using it, it will command a price as 
it lies on the beach, before the hand of man has touched it. And 
the same quantity which at one time was so abundant as to com- 
mand no price may be brought by the growth of population 
within the circle of things bought and sold, and so become one of 
the goods with which economic science deals. 

The same narrowing of the circle of free goods and the same 
widening of that of economic goods or wealth appear if there be 
not a natural but an artificial scarcity of goods. A supply of water 
or timber, unlimited in quantity for the needs of a given com- 
munity, may come by force or by long-settled law under the con- 
trol of some individual or individuals. By limiting the amount 
which others shall have, the owners may make such things a source 
of income for themselves and cause them to enter the list of eco- 
nomic goods. Monopoly by itself raises some of the questions with 
which economic science has to deal. 

This simplest sort of scarcity may seem to be exceptional; and 
as to the things which we usually think of as goods or commodi 
ties it is so. The instances just adduced are exceptional. In the 
vast majority of cases commodities become economic after some 
labor has been applied to fashioning them. Tho scarcity (that is, 
relative scarcity) still underlies the notion of wealth or economic 
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it is scarcity in the sense that the materials supplied by 
nature need to he adapted to man’s use by his labor. Labor, oi 
e/fort of some sort, is usually the cause or condition underlying 
economic phenomena, 

Iliere is one lar^c class of things, however, for which this state- 
ment does not hold: limited natural agents, of which land is the 
most (onspicuous, ' These are not commonly called goods or wares; 
but they are economic goods in the strict sense, being limited in 
(jiianiity and ol high service in satislying wants. Agricultural land, 
power and deep water sites, forests, mineral lands, — all are often 
economic goods by virtue of mere natural limitation of quantity. 

I hey picsenl, as will appear in due course, some of the most 
iiuric ale so< iai and ec onomic problems. 

What (ouslitutes labor may seem a simple matter. Most 
people would say that they are more than sufliciently familiar 
with it. Yet some (juestious arise concerning it that go to the 
heart of economics, and the last word on them cannot be said 
until the very c lose cjf the exposition of the whole subject. 

.Some* ac tivilies ai e agreeable, some are irksome. Some are under- 
taken lor the pleasure of doing, some lor a re ward. Not infre- 
c|ueutly the two salislac tions are* gained sinudtaneously from the 
sellsame aetivity; it is both a senirce of pleasure in itself, and it 
biings a ie\vard. 

So far as the nature of the muse ular or nervous effort is con- 
c e rne cl, no distiiie tiou e au be drawn between the agreeable and the 
irksome aclisities, or between those which are undertaken lor 
ple asure and those wide h are undertaken lor pav. Such severe 
physical labor, combined with hardship and e\i>osure, as motm- 
lain ( limbing is done for ple*asure by tourists and for pay In 
guide's, rhe piusuit ol athletic s|)orts is the* most familiar e:)l ree- 
leatioiis and is also a familiar profession. A imdtittide of cxctipa- 
tious ordiUiUily ptirstied for gain — woodworking, gardening, 
painting, ac ting -are ^ilso pursued by many persons for the satis- 
lac tion whic h the doing allords. 

None the less it is true that the greatest part c:)f the activity 
which men carrv on in getting a living does not give pleasure. 
The chief reason seems to be that activity, in order to be effective 
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toward getting a living, must be steady, unvaried, 
continued; and it must be, in an important sense, nnt free^Tfi?^ 
characteristic of most activities that are sources ot pleasure in 
themselves is the element of freshness or novelty, and the absence 
of any sort of compulsion. The guide who climbs mountains year 
alter year, and knows the tracks by heart, soon fu ,ds tlie task a 
weary one; and this the more because in order to earn his living 
he must follow Iris tracks regularly, regardless of health or spirits 
at the moment. It is the zest of novelty and the sense of freedom 
and choice that bring pleasure in the summer’s str enuous vacation. 
Inactivity and idlerress soon become irksome; but, with few ex- 
ceptions, steady application to the same task also soon becomes 
irksome. 

In savage and barbarian communities, the men usirally confine 
themselves to the chase and to war. The monotonous work of 


cultivating fields and of preparing food is left to the women. Tho 
hunting and (ishing often entail the severest Iraiclship, they do 
not commonly endure lotrg and they are almost surely varied by 
ciianges and respites. I he variety and the sirdden charrges give 
play for emulation and for satisfying the love of distirret ion, 
(and that for slaughter also) irrrpulses which have a powerfrrl 
effect in many fields of economic, activity. An alternation of 
periods of conrplete idleness and of feverish activity is character- 
istic of those early stages of sexiety in whic h rnerr give themselves 
to the irnc hecked satisfaction of their propensities. 

rhe sort of lal)or that occupies the nrass of rrrartkirrd in civ- 
ilized societies, arrd that whk:h brirrgs the largest prodrret, is 
mainly of the continuoirs, monotorrc^irs, and rrstrally irksome kirrd. 
This is more especially the case where the division cjf labor has 
been much elabcMated. The wide extension of the division of 


labor, which has been a nrain cause in modern times of the gr eater 
abundance of material goods and of the extraordinary advance 
in irraterial prosperity, has probably alscj beerr a cause of greater 
weariness arrd irrrattractiveness for irrost labor. Even iir the sirirpler 
and older form of the division of labor, where one man was car- 
penter, another smith, another cobbler, there was of necessity a 
steady repetition of operations and no little monotony of work. 
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In the rcmarkahlc splitting up of occupations which has re- 
sulted from the elaboration of machinery in modern times, it is 
lare that a workm;in does all the work of his trade or even knows 
how to do it. He is no longer a cobbler making a whole shoe but 
a factory hand attending hour after hour and week after week to 
the same specialized piece of machine work. Moreover, in a 
dense population and with strictly enforced ownership of property 
and of land, he is under compulsion to do continuous work of 
some su( h sort; he must do it in order to keep body and soul 
together. He lacks variety and he lacks freedom. He may find 
pleasure in exerting himself strenuously at sports but the labor 
of getting his living yields in itself little satisfaction. 

f). Some sorts of labor, tho pursued systematically and con- 
timiously, seem never to I)ecome wearisome. This is the case with 
mu( h intellectual labor, especially that of persons who are en- 
gaged in the pursuit of knowledge and in the satisfaction of man’s 
insatiable curiosity about the things that surround him. Persons 
of artistic tem|x*rament — painters, musicians, poets — have often 
so strong an inborn bent toward one kind of activity that nothing 
can hold them from it and nothing ever pall the pleasure of the 
exertion. And any occupation which satisfies the instinct of emula- 
tion has unceasing charm. He who can achieve things which few 
( an a( hieve and whic h many would like to achieve, rarely tires 
of his work. 'The actor, even tho his occupation involves the mo- 
notonous and long-continued repetition of the most trifling de- 
tails, never fails to get a thrill of j^leasure from the breathless 
silence or stirring applause of his audience. Were he compelled to 
go thru his part as often and as rigorously under the cold super- 
vision of an indilFcrent supervisor, and under that only, how flat 
and stale it would become! P'or a similar reason, work of leader- 
ship and command almost always is continuously enjoyed. It satis- 
lic's the love of distinc tion and the desire for domination and it 
has a real or apparent element of freedom. Hence the work of 
(he employer commonly affords more satisfaction than that of the 
emplovc'e. and often is continued, from mere love of the doing as 
well as from habit, long after the reward from the exertion has 
c eased to be in itself a source of much pleasure. 
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These exceptions should not blind us to the fact that by far 
the greater part of the world’s work is not felt to be pleasurable. 
Some reformers have hoped to reach a social system under which 
all work would be in itself a source of joy. It is probable that such 
persons are made optimistic by the nature of their own doings. 
They are writers, schemers, reformers; they are usually of strongly 
altruistic character, and the performance of any duty or set task 
brings to them the approval of an exacting conscience; and they 
believe that all mankind can be brought to labor in their own 
spirit. The world would be a much happier place if their state of 
mind could be made universal. But the great mass of men are of a 
humdrum sort, not born with any marked bent or any loftiness of 
character. Moreover most of the world’s work for the satisfaction 
of our primary wants must be monotonous, and often rough and 
coarse. There must be delving and ditching, sowing and reaping, 
hammering and sawing, and all the sustained physical exertion 
which, however lightened by tools and machinery, yet can never 
be other than labor in the ordinary sense of the term. 

Much labor, then, there must be; not only hard but monoto- 
nous. It is not clear, however, that in these regards matters have 
become worse in modern times. Much of the severest labor — lift- 
ing, digging, pounding — has been taken over by machinery. Mo- 
notony may seem to have become greater under the influence of 
growing use of machinery and growing specialization of labor. 
But the effect of these changes on the happiness of living can 
be easily exaggerated. Rusk in has dwelt on the charm of the task of 
the medieval craftsman, who felt the joy of work that had beauty 
and character. Yet this joy was probably shared by few in medieval 
times or in any other. Then, as now, most work involved the 
repetition of the same operations, and was felt to be exacting and 
unwelcome. It is not easy to picture the conditions of life in 
earlier societies, organized in a very different way from our own; 
but it is more than probable that the mass of mankind found their 
tasks no pleasanter or lighter then than now. 

All persons become aware, at one time or another, of a differ- 
ence between the more immediate and the less immediate satis- 
factions from their daily doings. Tasks which at the moment may 
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l)t* iiiiucl( oiiu- ;iic* missed when (knitted and are welcome when 
taken up a<^ain. \'aiietv is pkMsant, but pleasant only when it is 
vaiiety. The lile ol the idle rich is often an unceasing round of 
endea\()is tcj escape Iroiii bcjiedom, alleviated (how much and 
how loni^o I lute is a feeling that most people envy the life 

and regal (1 the idh is as distinguished personages. Individuals ob- 
viously dillei ; some aie tem|K‘rameiUally Hohemians, others steady 
plodders. A lile ol simple living and serene contemj^lation is the 
ideal to some; one ol uiueasing and strenuous achievement to 
otheis; to still others one* ol alternation between intense activity 
and do-nothing vacancy. Most men are content when their lives 
oiclinaiilv mn in i egular grooves, vai ied by cjc c asional breaks, and 
bee ome ic.sllcvss .mcl discontented if they must make up their minds 
hom dav to clay atici Irom hour to hour what next to do. 

I lappiness, as the se re lle’t tions indic ate', is a dilferent thing from 
ecotiomic we-llaw, Irom the gratilieation or |)leasure which 
comes lot the* time be ing liom a given com se of ac tion. Happiness 
is a ^^atc' ol mind about which j)hilc)sophers, psychologists, poets, 
|)ieachc‘is have* much to sav. being cpiite subje'c tive, a matter of 
individu.d leeling, it would seeni impossible to say wherein it 
consists lor mankind at large*. Kconomic welfare is a narrower 
notion, it leleis to out leelings or satislac tions so far as depend- 
ent on the maleiial things about us .ind c hic llv on the results of 
the wcjik which wc' do. I hese results, in the ionn of the goods 
and set V ic e s wr .ue w illing to p.iv lor, aie ol ve i v great conc ern 
to all mankiml. 1 he task of economies is to examine the wavs in 
which thev become* at our disposal and <n e* apportioned among 
us: an mijioitant c • »nt 1 1 but ion to the* understanding of well-being 
and hajipiness. eve n tho b\ no means the* whole story. 

^ W e* m.iv hope that as the material couclitions of mankind 
imjaovc*. e spc c i.dlv it) the* count! ies ol advaneed civili/ation, 
gains will be* achicvecl as regatds the* iiksomene*ss of ordinary 
laboi. Some* alleviation will come* hom a nieie* change in the 
state* ol opinion in the* eommiuiitv. 1 he* sense of elistinetion 
allec ts the* satislaciion hom e*\e*ition. A task admiied is an attrac- 
tive task, tind one despised is unattrae live*. I he eomme)n attitude 
ol the more lavoreel e lasse*s has le>ng been to contemn manual 
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labor and those who perform it. Sndi was the natural attitude in 
(ommunities based on slavery or on its suetessor, feudalism, aud 
such remains too often the altitude of that leisure class which in 
modern times apes many of the traits of feudalism, fhe ^rowin*» 
democratization of society may be expected to change this and to 
raise the dignity and self-respect of labor of all kinds, manual or 
mental. Greater ease of movement between diflereut classes and 
greater ecpialization of their conditions will add to the esteem in 
which all kinds of manual labor are held, and may remove some 
at least of the causes that now contribute to make it unwelcome. 

The chief way, nevertheless, in whit h labor is likely to be made 
less irksome is not by a < hange in its c haracter or its intrinsic 
attractiveness but by a diminution in its severity. It will probably 
be lightened by the iiu leasing perfection of tools and the in- 
creasing use of mac hinery. More important is the prospec t that the 
hours of labor are likely to be shortened, and the hours for recrea- 
tion and variety correspondingly lengthencKl. I'he wc^ariness of 
labor is by no means in proportion to the number of hours spent 
on it. For a healthy and well-nourished pet son, the lirst hours of 
exertion are not a source of fatigue. Some writers have indec'd 
maintained that during tlie.se earlier hoius — barring perhaps a 
brief initial jx*riod of stiifness — there is a .sense of pleasure lalher 
than of pain. This may be the case* in inte llect ual ac tivity and in 
some handicraft oc cupations, and the ex|)erienc e is a familiar cjiie 
in holiday jaunts. But little dirc*ct con.se iousness of jileasurc! comes 
at any stage from the stated work of the gieal majority of men. 
I'he difference between the earlier parts of their day and the 
later is not .so much that the fcjrmer are pleasant and the latter 
unpleasant, as that fatigue does not bc‘gin until .some hours have 
pa.ssed and then beccmies increasingly .severe with each o( the 
later hcjurs. When indeed the hours of labor are undid y pro 
longed, fatigue becomes .so great and so deep-seated that the pericxl 
of rest and sleep does ncjt sidfic e to remove it. Lhe next day begins 
again with fatigue, and worse succeeds worse. Suc h w^as the effec t 
of the factory system in its early stages in England; such is still the 
situation in backward countries. Lnder these wTctched conditions, 
the work of the day lias covered eleven, twelve, even fourteen, 
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hours. In the United States, some of the steel-making industries, 
whose operations go on night and day, long had two shifts in each 
of which the men worked twelve hours. In such industries the sub- 
stitution of three shifts and the reduction of hours in each from 
twelve to eight bring immense progress toward a life having possi- 
bilities of happiness. 

The movement for shorter hours has been one of the most 
beneficent aspects of the betterment of material conditions in 
civilized countries during the last two or three generations. The 
day s labor was first cut down to eleven and ten, partly by the 
pressure of workmen’s organizations and partly by legislation 
restric ting the hours of women and children employed in factories. 
It is still in process of being reduced. The ideal of the trade 
unvons long was to lower it to eight hours, a limit which has 
already been j)assed. We shall consider the significance of the 
shortening of the period of work, the causes of the gains so secured, 
and some fallacies which have attached themselves to the short- 
hour movement.* In itself that movement should have the hearty 
sympathy of every friend of humanity. 

Notwithstanding all the alleviations of the irksomeness of labor 
— thru moderate hours and moderate tasks, free time for recrea- 
tion, a general respect for labor of all kinds — the larger part of 
the world’s work will always be felt to be irksome. A fortunate 
minority may work at tasks which are in themselves pleasurable 
and are not performed chiefly for the return which they bring. 
Hut most work is now undertaken for reward, would not be done 
without reward, and is strenuous and well directed in some rela- 
tion to the reward. It is doubtless true that the mass of mankind, 
tho they find their labor irksome or repellent, are yet happier 
than they would be under complete idleness, or with only that 
fitful kind of exertion which attracts the savage. But labor is 
commonly felt to be a hardship, and the pay which it secures is the 
dominant motive for undertaking it. The problems that arise in 
economics are mainly concerned with the relation between exer- 
tion and the remuneration which induces the exertion. 


* See Vol. II, Chapter 59. 



CHAPTER 2 


LABOR IN PRODUCTION 

§ I. Labor given to material objects deemed alone productive by earlier Eng- 
lish economists. Objections to this view. — § 2. Labor creates utilities only; 
all labor that issues in utility is productive. Is there nonmaterial wealth? 
— § 3. Is there any unproductive labor? Labor given to things harmful. — 
§ 4. Labor of judges and lawyers; of soldiers. — § 5. Predatory labor. "Busi- 
ness.” The law and unproductive labor. 

§ 1. The relation of labor to production may seem simple. 
Yet it has been the occasion of great differences of opinion among 
acute thinkers and it presents some nice questions. 

We commonly speak of a tailor as making clothes, a carpenter 
as making a table, a cobbler as making boots. The familiar phrase, 
like most such, is elliptic and it leads easily to misunderstanding. 
The labor of the tailor gives only the finishing touch to the work 
previously done by a long series of persons — the shepherd who 
tended the flocks, the wool shearer, those who transported the 
wool by land and sea, the carder and spinner and weaver, not to 
mention those who made the tools and machinery of these work- 
ers. Similarly the carpenter is the last of a succession of persons 
who worked toward a common end — the lumberman in the 
woods, the sawyer in the mill, the trainman and the engineer on 
the railway, and so on. Many laborers, arranged in long series, 
combine in making even the simplest commodities. 

But it is clearly all these laborers, taken together, who pro- 
duce the commodities; and can it not be said these alone are 
the producers of wealth? Wealth has been described as consisting 
of those goods which are not free. The term refers primarily to 
things that are tangible and material. Many laborers produce no 
wealth in this sense. Such are domestic servants, policemen, actors, 
singers, teachers. Does not their work stand in a different relation 
to production from that of laborers who make material things and 
carry on production in the common meaning of the word? 

This was the opinion of many of the earlier writers on eco- 
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!io!ni( s, c.spc‘( ially tlu* Fnglisli writers Ironi Adam Smith to John 
Smart Mil}, / heir view was that only such laborers as turned 
out njafei ial tliiti^^s were* proditctive; all others were unproductive. 
/\ lihctal iiitc! pi i‘tati(jn was indeed given to their definition of 
the pnxhutive lahorers. Not only those who directly handled 
mater iais and /a.s/iioned them were itu hided — the day laborer, the 
( aj pciitei , and the smilli, but those also by whom the operations 
were oiddfd and promoter! — the employer who directed the 
manual lahorers, the foreman and tin* engineer, the teacher who 
liaimd iIk' tni^imar, Kven tlie teacher oi the humblest workman 
may (on(ei\abIy he rei»aided as < ontribul in<; to the operations of 
material piodm tion in so far as the diffusion f)f even the rudiments 
ol ediK ation laises intellif^eiu e and adds to eflu iency. But with the 
widest latitude in interpi etat ion. a threat ranj>e of persons, doinp; 
all soils ol wcji k and by it earning a living, remained outside the 
( lass of the so ( ailed prodm tive laborers. Domestic servants, 
lawyers and judges and j)oli<(‘men, all the army and navy, not 
to mention persons who provided mere amusement, were classed 
as un|)i<)duc li\c. As Adam Smith remark<*d, “in the same class [of 
unprodiK tive laboiers] must be ranked, some both of the gravest 
.ind most impoiiant .md some of the most frixolous professions: 

( huK hmen. I aw\ers, phvsic ians, men of letters of all kinds; players, 
bufloons. music i, ins. ojiera singers, opera daiu ers.” 

I his distiiKtion betwec'u piodm live and un|)rodu( tive laborers 
w.is eailv .utaiked and long debated. It Avas pointc'd out that it 
seemed to alli\ noiiu* sort of stigma -an aKiisation of uselCvSsness. 
ol being in need ot support from others — on whole classes (^f 
peis(»ns whose* work w.is admitted to be honoralile and often 
seemed to be* indispens.ible. But this was after all m^t to the p(^int: 
whether or no an ‘nnprodm t ive” oex npation is to be regarded as 
honorable, tiu* essc’iiiial <|nestion is whether there are differenees 
bet\\(‘i‘n this kind ol \vork aiui the other which are important for 
the well.ne of the i onnnnnitv. It was niui h more to the point 
that the disiiiution led to dilliculties and inconsistencies. Ihe 
niusii i.in was legarded as an unproductive laborer: was the artisan 
who made his insirument — his violin — nevertheless productive? 
The labor of the \iolin maker issued in material wealth, or. 
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js Acltini Smith said, in a vciidihlo coninuKlity. ’’ Yet its only 
object was to make an instrument to be used ley tlie musician; 
and was not the consistent view that ol re_!>ar(^liiC4 t!t<‘ two sets 
of persons as combining lor a common result, just as the sheep 
shearer, the weaver, and tlie tailor combine in making clothing? 
And if thus working together for the same end, was one to be set 
apart as productive, the other as unproductive? All members 
of the navy and army were classed as unproductive; yet those 
who built the ships, made the guns and the powder, were sup- 
posed to be productive. If one set were un|)r()ductive, why not the 
other? 

§ 2. The solution of these dilficiilties is indie ated by a con- 
ception which the British economists, tho they followed it in 
otlier directions, were curiously slow to use with reference to 
their discussion of productive labor. It points to satisfactions, 
or “utilities,” as the aim and end of production. Wc shall see 
as we progress how in various directions economic: science gains, 
and is c^ften biought to unity and consistency, by the analysis 
of production as ending in utilities. 

If it is a misleading use of language to s|)eak of a carpenter as 
“making” a table, it is i\ho misleading, tho in a different way. 
to speak even of a group of assoc iated workers as “making” any- 
thing at all. The lumberman, the sawyer, the railway crew, the 
carpenter, between them are impotent to add to the amount of 
matter in the world. All that man can do is to c hange forms and 
combinaticjiis. And just this he does; he fashions and refashions 
material things, lie puts them into forms in which they serve 
his wants. Such is c:)bviously the nature of the carpenter’s work, the 
tailor’s, the cocjk’s. It is not less true those whom we describe 
as producing raw materials. The plants from which man secures 
the greatest part of his food and most cjf the material he uses get 
their constituent parts from the sc:)il and the air. What man does 
is to arrange conditions favorable for their growth. The minerals 
which he uses are a fixed store in the earth’s c rust. When we say 
that coal is produced, we mean that it is brought to the surface 
and made available for our use. 

' The ways in which man brings about utilities or satisfactions 
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are many. Not only are plants grown, and coal, iron, copper 
brought up from the mines; not only are these raw materials 
shaped and adapted for their different uses — they are also trans- 
ported to the places, often very distant, where they reach the 
hands of those whose wants they finally satisfy. They are bought 
by traders from one set of persons and sold again to another; 
and among the traders there is a division of labor, some buying 
at wholesale and selling again to the retailers, who in turn dispose 
of the commodities to their customers. The phrase “place utility” 
has been used to describe the contributions of those engaged in 
transportation and trade; and it serves to bring into relief the 
fac t that such persons, tho they do not shape or fashion com- 
modities. yet contribute to their utilization. 

Now, since the essence of production is that it leads to satis- 
fa( tions or utilities, it follows that any labor or effort that yields 
utilities is productive. The musician whose performance brings 
us [ileasure does precisely the same sort of thing as the florist 
whose blossoms last a few hours. The domestic servant contrib- 
utes to our ease just as does the artisan who supplies the furniture 
tor our dwellings. No doubt there are gradations in the impor- 
tance of the wants supplied by different workers. The essentials 
of life are most important; the conveniences and luxuries, the 
apparatus of display, come after them; and these gradations, as 
we shall see, have economic consequences. But they are not signifi- 
cant for the present purpose; they give no ground for distinguish- 
ing between those producers who embody utilities in material 
objects and those wlio do not. If we were called on to dispense 
with the services of some of the producers, we might put aside, 
as easily spared first, the buffoons and the opera dancers who 
figure as unproductive in Adam Smith s list. But we might also 
put aside at once the scene painters at the opera, the printers 
of trashy books, the makers of cloying sweets and noxious drinks. 
.And it on ilie other hand we were called on to say what producers 
we should retain to the end, we should select not only those who 
supply the material things essential for existence — food, clothing, 
shelter — but also the physician who preserves our health and 
the teacher w'ho maintains the education on which civilization 
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rests. The distinction between things essential and things dis- 
pensable is by no means the same as that between material and 
immaterial sources of utilities. 

We conclude, then, that all those whose labors satisfy wants — all 
those who bring about satisfactions or utilities — are to be reckoned 
as taking part in production and are to be called productive 
laborers. Certain it is, whatever phraseology we care to apply, that 
no conclusions of importance for economics flow from the mere 
distinction between those who shape material wealth and those 
who bring about utilities of other kinds. And the test of the value 
of a distinction or classification is always tliat significant proposi- 
tions can be laid down concerning the things put into a given 
class which do not hold for those outside the class. 

This conclusion also enables us to dispose of an allied question: 
Is there nonmaterial wealth? Those who denied the old prop- 
osition — who maintained that labor which did not embody a 
utility in material objects was nevertheless productive — often 
maintained that there was such a thing as “nonmaterial” wealth. 
The phrase certainly is not in accord with common usage. We 
think ordinarily of wealth as something that can be kept and 
accumulated, and intend by it tangible things; and in this sense 
it is a contradiction in terms to speak of nonmaterial wealth. 
But if we use the more technical and therefore more precise 
phrase “economic goods,” we include all those things and services 
which satisfy human wants and are not to be had free. The services 
of those whom Adam Smith and his followers called unproductive 
laborers come under this head. They are desired and prized, often 
highly prized; and they are yielded by human effort. The rewards 
earned by these efforts are an important topic in economic science, 
and the utilities provided are an important part of the sum of 
utilities which constitute, in the last analysis, the community’s 
income. If we mean by wealth anything about which economic 
problems arise, we must make the terms coextensive with the 
term “economic goods”; and then we may speak of nonmaterial 
wealth. 

§ 3. From this interpretation of the terms, it would seem to 
follow that all labor belongs to the productive class. If not only the 
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huichct and the baker are in this class, but the barber and the 
fiddle r, do any remain who are to be regarded as unproductive? 

Obviously, there are some persons who are outside the pale 
of j)rodu(iive activity. Fhe paupers, thieves, swindlers, ne'er- 
do wells, are* parasites. Thieves and swindlers often exert them- 
selves seveiely, tho not often continuously. But their activity is 
puicU |)redatory. Fhey ((Jiuribute nothing; they simply try to 
I'et ihings away from others. Wlicther or no we should apply the 
leim laboi” t(; their exertions, it is certainly not to be called pro- 
<lu( l i\ f labor. 

A diflerc nl (jneslion arises as to some labor carried on without 
\iolaii(>n of tlu‘ law and without conscious deliiujiiency, yet cer- 
lainly ol doubtful aspee 1. A (piack medicine, containing ingredi- 
ents whi(h the maker knows to be noxious, or at best harmless, 
m.iy be pulled by niendae ions advertising into widespread use. 
Can it be said that the labor devoted to preparing it and per- 
sistently ( iK itlaiing lies al)out it is productive of satisfactions and 
therefore to be ic( koned as productive labor? 

To take aitother ease, of still a different sort, what shall we 
sav of the lab(M given in well-nigh all communities to the pro- 
due tion and sale of intoxicating liejtiors? Among physiologists 
the settled eonelusion is that tho the use cif these stimtilants in 
the lightei forms may lead to no harm, that of distilled spirits is 
in most < ase‘s bad. It is e ertain that an immense amotint of misery 
and viee* comes from the widespread tise of strong licpiors; that 
the* diminution in their e onstimptioit dtiring the last generation 
or two has brought I)etterment for mankind; that the world would 
be a mui h happiei plac e if drtmkenness ce^tild be stamped out. 
W hat has the economist to say of labor given to the production of 
things harmful? 

1 I use eases eall lor discrimination. They may be cases of fraud 
and de*ee*it. 1 he\ may be ease's of wants misdirected, but none 
the less wants re'.div felt and really satisfied. 

I raud and dee eit mean that a person does luH secure that which 
he* expe e leil and was le*el to e\pc*e t. In an ordinary sale the seller 
is not presimu'd l)v the law to give a guarantee as to the cjuality 
ol the* thing sold: caveat cniptor. But where a guarantee is given, 
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or a precise description equivalent to a guaiantce, the buyer has 
a remedy in the courts. 

The distinction made by the law is sulistaiitially tliat whidi 
the economist would make. 'Ilie (juack medicine may be a draft 
of flavored water or disguised alcohol. But so long as the pur- 
chaser wants this sort of thing, and buys because Iv* has a notion 
it will do him good, the purveyor adds to the sum of satisfactions. 
The case is different where the purchaser wants one thing and is 
deceived into taking something else, since then his felt wants 
are not satisfied. Intermediate is the case where the puichaser 
does not know precisely what he wants and is wheedled into tak- 
ing something whicli the (jther man wants to sell. Here it is often 
difficult to draw the line. Is the buyer foolish, or is he swindled? 
Does the seller lie outright, or is he merely expansive in praise 
of his wares? What the law can do is to aid in making the situa- 
tion clear; and this is particularly needftd where the consetjuences 
of misunderstanding are serious. Hence the pure-food and pure- 
drug legislation, and the legislation reejuiring that the composition 
of nostrums be precisely stated on their labels. 

Where the want is really felt and really satisfied, the lafior that 
brings satisfaction must be adjudged by the economist produc- 
tive; and this even tho the idtimate c onsecjueiic es be harmful. 
The keeper of a dramshoj) is a prcxiuctive lal)orer, even tiio he 
purveys something which often causes misery. Lo enter on in- 
(juiries about the final effect on happiness would raise many 
cjuestions of a different sort from, those witliin the strict range 
of economics; inejuiries which, if consistently followed in all 
cases, would range into almost every field of kncnvledge. There 
are intelligent persons who believe that meat, tho men like it, 
is unnecessary for nourishment and is frecjuently a cause of disease. 
Others maintain that such stimulants as tea and coffee are of ill 
effect; that health and happiness are promoted by abstinencx* 
from them. To judge between these various advocates and re- 
formers is no part of the essential task eff the economist. So long 
as a person who buys a thing or pays for a service really desires 
it, the labor which yields him the satisfac tion is productive. Hence 
it has been suggested that we speak not of satisfactions or utilities. 
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but merely of “desirabilities”; a term that does come closer to 
wiiat the economist lias in mind when fixing the boundaries of his 
subject, but has the disadv'antage of awkwardness. At all events, it 
is in t/iis sense tliat the economist is concerned to inquire what 
labor is productive and what is not. 

A (ase which may call for nice distinction between labor that 
is profliictive even tho morally questionable and labor that is 
predatory, is that of the professional gambler. The luxurious 
establishment at Monte Carlo may be regarded as simply purvey- 
ing to that love of games of chance which is so universal as almost 
to be ( lassed as inl)orn. So far as it does this — so far as the act of 
gaming is pleasurable to the customers — a desire is satisfied, even 
tho it may contribute to permanent welfare that such craving be 
ke|)t in check. On the other hand, so far as both croupier and 
gamester are merely trying to get each other's money, and care 
not for the play in itself, the activities of both are predatory. Just 
what motive underlies the gamesters wagers may be a matter for 
nice psychological analysis. No doubt the two distinguishable 
motives — love of play and cujndity for the other man's money — 
are often (oinbined. 'Fhere are certainly instances enough where 
the pleasure of the play counts for nothing and then the keeper of 
the gambling establishment is simply predatory. 

Returning now to such articles as were considered a moment 
ago- — drugs and alcoholic spirits, whose effects may be noxious 
-we may note the obvious distinction between saying that a 
given kind of labor is productive and saying that it ought to be 
extK ised. Tho a desire may be satisfied by the labor, it does 
not follow that hajipiness, or the best kind of happiness, is pro- 
moted thereby. The law may prohibit horse racing or gambling, 
or the manufacture and sale of liquor, because it is thought best 
that men should not have the gratifications at all. Whether 
|)rohil)itions of this kind should be enacted raises questions, to 
repeat, of very wide range, to whose solution the economist can 
doubtless contribute but on which he says by no means the final 
word. The labor which vields a service may be in the eye of the 
economist strictly productive, but may be a kind of productive 
labor that had better not be exercised. 
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§ 4. The meaning which we affix to the word “productive’* 
is further illustrated by one of those professions whicit Adam 
Smith regarded as indeed grave and important, but none the less 
unproductive the law. With the lawyer may be grouped the 
judge, the policeman, the jailer. In a sense, their services are 
not necessary. They do not conduce directly to the production 
of material goods or to the rendering of services or utilities to 
consumers. They are adjuncts to tlie processes of production 
rather than immediately contributing factors. If all men were 
honest, truthful, fair-minded, willing to abide at once by the 
decision of an impartial arbitrator, the work of the legal profession 
and of all its hangers-on could be dispensed with, or at least 
reduced to insignificant dimensions. If virtue were universal, 
policemen and jailers would disappear, and lawyers would have 
little or nothing to do. Yet the experience of all peoples shows 
that — men being what they are — the work of the legal profession 
becomes indispensable in any complex society organized on the 
basis of private property. As property is accumulated and diversi- 
fied, as exchanges between men multiply, as the precise relations 
between different persons come to be carefully defined by law, 
the business of interpreting the intricate system is put into the 
hands of a separate profession. The settlement of differences is 
intrusted to judges; the orderly conduct of affairs is aided by the 
advice of lawyers; the observance of the law is enforced by the 
police. No doubt an ill-devised legal system entails more labor of 
this sort than would suffice under a better system, and the unprej- 
udiced observer may well question whether the law of our modern 
communities works as efficiently as it might. But a clumsy in- 
strument, tho it involves more labor than one well adjusted, is 
none the less useful. 

Similar considerations apply to the army and navy. The im- 
mediate object of the soldier’s work is destruction. He must be 
supported by the rest of the community; he does not contribute 
directly to its well-being. Yet military protection has been thru 
almost all history an indispensable condition for the sustained 
conduct of peaceful industry. Like the policeman, the soldier is 
needed because of the bad passions of man. And even where de- 
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f(*nse is not necessary, aiul armaments are maintained from na- 
tional vanity nr senseless rivalry, the soldier nevertheless must be 
re< koned productive in the sense that he does what people wish to 
have done and what they pay him for. The army and navy may 
lie no mote than dan^eroiis playthings. But men are no less foolish 
when they pay lor tawdi y ornaments or vulgar amusement. It is 
not lor the e( oiifimist to sit in judgment on their tastes. 

I here is indeed a situation in which a military force is, from 
the ifonomisi s point ol view, clearly unproductive. This is where 
it is used solely and simply for aggression. A pirate is obviously 
not a produc tive lahoiei. Unfortunately many of the heroes of 
hisioi y hav(‘ been no better than pirates. The armies of the first 
Napoleon swarmed ovei Kurope, levying tribute wherever they 
pellet I ati‘d. No doubt deep lying historical forces served to bring 
on the wars of the Napoleonic period; some conflict was inevitable 
between the old feudal order and that new order \vhich arose with 
ih(‘ I ii’ik Ii Revolution. But the domineering spirit of Napoleon 
tinned the (onllic t in its later stages to mere aggression on the one 
side, exhausting defense against aggression on the other. That 
delense was neccssarv; yet all the elfort applied both to offense and 
(U lense was in tiu* last analysis a fruitless application of labor. 

last this mode ol considering the military be judged shallow 
by some ol my lc‘Ilow economists let it be added that the bare 
economic side ol the* mattet is not the only one to be considered, 
(.omplex political and soc ial cpiestions present themselves, quite 
bevoud the scope ol a book on ecoiujimics. No range of topics 
brings out more c lc*arly the iu*ecl of considering pioblems that are 
j)artlv economic from other points of view as well. Even as a prob- 
lem in economics alone, the industrial progress of mankind has 
olien piocc'eded in strange ways. Cavili/ation has gone forward 
on the powder cart, as in tlie War between the States (1861-65) . 
Aggression itself sometimes leads to liappier ends. The English 
lu st took possession ol India in a spirit of sheer rapacity. Yet their 
rule has muc h promoted the material welfare of the native races. 
And in the conflicts between civilized peoples also, whatever their 
origin, a better order and a higher prosperity have emerged 
Irom wars that were rapacious. Reflections of this sort will occur 
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to every thoughtful reader, and lead him to (jualify and interpret 
what has here been said of the relating of armaments and wars to 
the principle which underlies the conception of prr>dnetive labor. 

§ 5. There remain to be t onsidered (juestions as to the relations 
of certain kinds of activity to the productiveness of labor. Are any 
of the business doings which go on in modern society to be judged 
unproductive? 

When unscrupulous persons solicit funds from the gullible, 
ostensibly for “investment** or “s|)eculation/’ and in due time 
run off with the money, their labor, systematic and strenuous 
tho it may be, is obviously predatory. Not only they but the clerks 
and assistants whom they employ (whether these be accomplices 
or innocent) are unproductive. Now it is alleged that, outside 
the range of operations so clearly predatory as to be made criminal 
by law, there are others, within the pale of the law, whose eco- 
nomic effect is substantially the same. I his is said, to take a 
familiar example, of speculative transactions in general. In our 
highly organized modern communities an immense amount of 
buying and selling is done for a turn in the market. A man buys 
wheat or cotton which he does not want and whit h never gets 
into his possession; he promptly sells his nominal title at an ad- 
vance in price, pocketing what is called a jaolit. Is any contribu- 
tion made to the sum of utilities by such transactions? It may be 
assumed that the pleasure of the game, which may be an element 
in gambling with cards or dice, here plays but a negligible part; 
the motive is simply to get gain somehow. 'The most conspicuous 
operations of the sort are on the stock ex( hange, where sales and 
purchases take place 011 an enormous scale with no- traceable 
effect in contributing to production or to social income. The 
business involves an elaborate apparatus — brokers, clerks, officers, 
a periodical press of its own. As the clerks of a bare swindler are 
unproductive, so must be those of the broker, if he is himself in 
the parasitic class. 

But this sort of accusation has been pushed further. A large part 
of what is ordinarily called “business” has been placed under the 
same ban. Not only those who are usually called speculators but 
those who “operate*’ in real estate— buy and sell land for a margin 



26 THE ORGANIZATION OF PRODUCTION [Ch. 2 


of profit — and tlic hankers who “handle” stocks and bonds are 
des( ! il)ed as mere parasites. Nay, all business men of every kind 
liave Ikcii condemned !>y socialist writers as essentially unproduc- 
tive — that is, so lar as they are not directly doing work of manage- 
ment and su|)ei intendence. By the socialists “business” has been 
adjudged simjdy a way of securing a gain thru the ignorance or 
weakness of others, and therefore to be condemned as useless to 
society. 

riie (juestions here raised cannot be answered until after a 
< onsideration of some very complex matters. But the mode in 
whi( h tliey should be dealt with and the nature of the answers 
to be sought can be indicated now, even tho with some anticipa- 
tion of later conclusions, riuis, as regards one of the set of opera- 
tions su|)posed to he unproductive — speculative dealings — it must 
he admitted that the ( harge is in part founded. Tho some specula- 
tive dealings in (ommodities and securities serve a useful purpose, 
others are in large part mere wagers, akin in their economic 
effec t to ordinary gamhling.’ judged by the test which we have 
set uj) — whether the labor adds to the sum of satisfactions — all 
those who engage in mere wagering specidation arc unproductive 
laborers: not oidy the principals, but the brokers who execute 
their orders, the clerks who record them, the mechanics who put 
together and oj)eraie the “tickers” in the broker’s cjuarters. All 
belong in the c lass whose work serves no useful end. 

I’he same test is to be applied to the activity of business men, 
but here the balanc e of gain is much clearer. Fho the greater part 
of spec uiative dealings is probably of no utility, the greater part of 
business men's doings has great utility. Fhe indictment of those 
socialists who charge that they are predominantly unproduc- 
tive overshoots the mark. Fhe function of the manager or leader 
of industry is of high service in production; and this even tho, 
like the banker, he may merely advise and select and promote, 
taking no direc t part in the management of industry. He adds, 
often adds much, to the abundance of commodities and the satis- 
faction of desires. But it is none the less true that in any large 
center ot industry there will be found plenty of persons engaged 

'Compare Chapicr u. 
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in “business” whose doings are essentially parasitic. They pick 
up a living, perhaps a very coinlortabic one, by shreds and patc hes 
of dealings, by shrewd or lortunate guesses in buying and selling, 
by waiting for land or securities to rise in value. Often they are 
sober, solid citizens, personally estimable; so iiuleed as a rule are 
the stockbrokers who provide the facilities for the ga.iibling specu- 
lators. These respectable persons would resent with indignation 
the suggestion that they belong in the predatory and parasitic class. 
But one of the most remarkable phenomena ])resented to the stu- 
dent of economics is the ignorance of all sorts of persons regarding 
their place and function in the industrial world. Lhe broker or 
merchant, no less than the mechanic or clerk, sees the little corner 
in which he is at work, and knows nothing of its relations to the 
community as a whole. The respectability of an employment and 
even the spirit in which it is pursued give no certain clew to its 
effect on the general welfare. 

It is the aim of tlie legal system under which we live — the 
system of private property — to inhibit jnedatory doings. Hence 
not only physical violence, but fraud and deceit, are forbidden 
and punished. This aim of the law is in the main attained. I le who 
earns his living in a lawful manner commonly contributes to tlie 
sum total of satisfactions. The view, sanctioned more or less ex- 
plicitly by some socialist writers, according tcj which the work of 
manual laborers alone is productive and all the income-earning 
and money-making of the well-to-do c:lassc*s are unproductive, 
carries the indictment against the existing system too far. But the 
fact that criticism against the working of jirivate property is 
exaggerated should not blind us to the fact that there exist op- 
portunities for securing an income or even amassing a fortune, 
not beyond the pale of the law, yet of a kind which the economist 
must regard as predatory, and sc^ unproductive. 

Some opportunities of this kind are due to imperfections in the 
law as it stands. With changes in economic c:onditions, prcjceedings 
that once seemed helpful to the promotion of the general welfare, 
and perhaps at one stage were helpful, cease to be so or remain 
so only in part. Thus joint stexk companies, or corporations, have 
proved a device of great efficacy in furthering improvements in 
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the arts and in s(*( urin^ innic ahnndant and varied production. 
On die other hand, the statutes under \vhi( h corporations may be 
oi^ani/.ed, esj>e(ially in our American states, have often made 
possilde mere thimbleri^^in^ and plundering. Die reform of the 
laws of iiKorporaticjii in such a manner as to keep the good and 
reject the evil is still one of the pressing problems in the United 
States. 

To disc riminate c learly between the operations that are in the 
end helpful tcjward satisfying desires and those that are not, is 
someiimes imj)ossil)le even after the nicest weighing of the results 
by die best judges. The law, for instance, withholds its sanction 
from mere wagering contrac ts. Yet transac tions which are wagers 
cannot be distinguished in outward fcjrm from others which are 
useful to soc iety. 'There is a vague consciousness in the public 
mind that some persons are engaged in “legitimate” business, 
while others doing the same sort of thing are “])lungers,” occupied 
“illegitimately.” Hut to draw a precise line between those that 
may be ap|)i(>vccl and those that may not, is no less diflicidt for 
the businc'ss man, however intelligent and wide-minded, than for 
llu‘ judge or the economist. So it is with the law of fraud and 
dec eit. As long as men are free to choose for themselves and act 
according to their own judgments, those who are shrewd and 
watchful will make better bargains than them* who are dull and 
unobservant. When does one man overreac h another, wdien does 
lu* simply leave the* other to judge for himself as to his own in- 
terests? I'he probabilities are that for the sake of securing the 
general benelils that Ilow’ from private property and competitive 
dealings we shall always have to permit some doings that are on 
the line between the productive and the predatory. If the law 
brings it about that labor is applied in the main to the satisfaction 
of desires: if most of the unproductive doings are prevented; if 
the system as a whole works well and the predatory operations 
are only its loose ends — it wall be better to accept some evils as 
inevitable and to set olf against them the general benefits. 
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THE DIVISION OF LABOR AND 
MODERN INDUSTRY 

§ 1. Two forms of the division of labor: the simpler and the more complex. — 
§ a. Advantages from the simpler form: dexterity, continuity, adaptation 
to aptitudes. — § Advantage from the more complex form: the develop- 

ment of machinery. I he industrial revolution of the eighteenth century. 
I'he use of nature’s power. — § 4. Division of labor means unconscious co- 
operation. Exchange. — § 5. Exchange formerly covered a limited economic 
area. Cheap transportation enlargc's the area; railways. — ^). Wider mar- 
kets bring more minute division of labor. Illustration from butcher’s 
trade. — 5^7. The geographical division of labor, illustrated by the United 
Stales and Cheat Hritain. — §8. I'wo sorts of gain from the geographical 
division of labor. 


§ 1 . The division of labor is one of the great central fads in 
inodcin society. From this arise some of the most didkiilt (jues- 
tions of economic: theory, the most common popular fallacies, the 
most serious problems of legislation. 

The division of labor may be analyzed under two heads. On 
the one hand there is the simpler form, under which a wc^rkman 
( ompletes the whole of one of the stages in production; the tailor, 
the cobbler, the (arpenter, ply their sc*veral trades. On the other 
hand there is the more complex form, under whic h there is a 
splitting up of several operations all belonging to one connected 
process of production. In more primitive stages of industry the 
shoemaker might be a tanner, and the whole process of convert- 
ing the rawhide into a shoe thus be in one hand. Nowadays, the 
shoe itself is not put together by the cobbler; it is the work of a 
large number of different workmen in a factory, of whom some 
do nothing but cut the leather, others stitch it, ethers put on the 
.soles, still others the heels, and so on, with an elaborated parceling 
of different operations. 

Obviously, a hard-and-fast line cannot be drawn between these 
two forms. No craftsman carries thru from beginning to end any 
one operation in production. The tailor buys his materials from 
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(lie ( If)th in;ikt*i ; the ( lotli maker buys his wool from the farmer 
01 ^^la/ier. I he ( loth maker and tlie grazier in turn buy the 
tools lasliioned by the merhanic, who buys materials from the 
ii on worker and woodworker. On the other hand, the tailor docs 
/lot iu ( cssar ily ( arry his r>wn work thru even the whole of the stage 
uiih whi( h lie is (oiK eined. It may be divided between the cutter 
and the sli(( her; and similarly the cloth maker’s work may be par- 
(elefl out between the weaver, the fuller, the dyer. The difference 
between the* simpler and the more (oinplex. division of labor is 
essenii.dly one ol degree. Nevertheless, this difference of degree 
is inipoitant. I he tw(j sorts ol arrangement bring about somewhat 
d i 11 eieni advantages and give rise to different social conditions. 

,^2. I .et ns (onsicU'i hist the simpler division of labor. This 
dates lar bac k into aiuiciuity. Fhe familiar crafts are of very old 
standing, i lu* extent to whi( h their names liave been adopted 
as sm names shows how ocdipations were separated in a compara- 
tively simple state of society, such as that of the Middle Ages, 
when paiidiivinics we re in proeess of formation, d he Carpenters, 
Masons, .Smiilis. Weavers, Drapers. 'Failors, Dyers, Saddlers, Shoe^ 
makers, Millers, bakers, (’oopers, atid siK'h other common sur- 
names indicate what sort of division of labor was maintained with 
( omparat ivelv little c haiige for hundreds c^f years. 

I lu‘ ( hiel advantage in produc lion from this form of the di- 
vision of labor is the gain in dexterity which comes from the 
(oiisiaiil prac tice* ol the* same occ upation. So familiar are wc with 
the c llcc i of piac lice that we assume as a matter of course the skill 
v\hicli comes from it. Reading, writing, the donning of our clothes 
and the* lac ing ol oin bools are effec ted with ease, almost without 
c lloit. I roll! the* ingiained effec ts of habit and iteration. Piano 
plaving and tvpew riling are marvelous to the inhabituated, easy 
to the* point of indillerc*nce for the practiced hand. I'he acejuired 
dexteritv of the craftsman and inechanic make their pioductive 
capac itv vastlv greaic*r tlian it would be if each had to carry on a 
do/eii oci iipations and were at bc*st halt |)rolicient in any one. 

Other gains have also been enumerated as accruing from the 
simplc-i div ision ol labor. I here is a saving in time when the 
same task is lollowed without interruption. The carpenter, even 
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tlio no nioic (juick and ready than the lai inei. ran yet aceoinplish 
more in the hour or tlic day than the tanner who tries to do jobs 
of tinkering in his spare inoinents. Something also i . due to the 
adaptation of tasks to the abilities of the workers, d'here arc 
differences between the inborn abilities of individuals even as 
regards tasks for which training and practice are the more im|)or- 
tant causes of dexterity. Among mechanics a certain proj)i)rti()n 
only have the sure eye and the deft hand ^rhich are retjuired for 
the most exacting tasks. It is obviously advantageous that they 
should confine themselves chiefly to these, leaving the less exa( t- 
ing to persons of ordinary ( apacity. Even for comparatively simple 
occupations there are differences in the cjualifications of individ- 
ual workmen. I lie wcjrk of a mcjtorman on an electric car seems 
of the most monotc^nous sort, easily accomplished by any adult. 
Yet it reejuires a certain steadiness and alertness of attention not 
possessed by all laborers. How far differences of this sort are the 
result solely of inborn cjualities, how far brought about or ac- 
centuated by education and environment, need not here be con- 
sidered. So long as they exist, theie is a gain if each individual is 
called on to do only that for which he has the greatc‘st aptitude. 

The last-mentioned factor in the division c^f labor — the adap- 
tation of tasks to varying aptitudes — is of most importanc:c as be- 
tween those who work with their heads and those who work with 
their hands. Tho mental training has its marked effect as well as 
manual training, and tho instruction and practice tell in the 
lawyer’s trade as well as in the mechanic’s, inb(.>rn abilities are 
important in greater degree fcjr the former. Tliis is more particu- 
larly the case in all work which calls for initiative, superintend- 
ence, direction. There is a differenc e c^f far-reac hing conseciuence 
between those who have the cpialities for leadership, whether in 
the arts or in intellectual life, and those who must belong to the 
rank and file. A very great gain is often achieved when those who 
are born leaders can devcHe themselves solely to the work wide h 
they alcme can do, or which they can do best, leaving to others 
with no such capacities the routine mechanical or clerical work. 

The great mass of men, henvever, have no special aptitudes. 
For them, continued practice, begun or aided by systematic 
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tiaininj^, is the ( hief ( aiise of skill in any particular sort of work. 
In tiu* main, the (li\ isi(jn of labor is a ( aiise rather than a result of 
sp(r< iali/ecl ( apa( ily. Most dextrous men arc so because they have 
lonj^ pra( ti( ed an art; they do not practice it because they are born 
with dexterity. 

^ 3. Let us turn now to what we have styled the more complex 
lorm ol the division of labor. This is the salient characteristic of 
the develojjmeiit ol industry durin<r the last century and a lialf; 
a development which has j>(>ne on with accelerating pace in very 
recent times, riu* c hange in industry and the nature of the new 
order ol things < an be desc ribc‘d most concisely by saying that the 
tool has bc*en rc*|dac:ed l>y the mac hine. 

riio the* gain in ellic ienc y from the division of labor arises 
( hic lly Irom the skill a( C|uired by repetition, none of the trades 
lamiliar under the simpler division cjf lalxjr was reduced tc^ the 
(ontinuous re|)etitioii of identical movements. I'he carpenter, 
the* mason, the smith, the tailor — each was master ol his trade as 
a whole*. W'hile gaining prohe ienc y from unceasing |)ractice, he 
vet turned irom one part of the occ;uj)ation to another. Fhe in- 
stiuments which these aitisans used were tools ol \aiiecl kinds, 
adaptc'd to the dilferent p,uts ol their cxciipations. A ‘tool,’’ as 
that word is still commonly usc‘d. mc*ans a hand tool, j)ut in motion 
by human loicc and lecpiiring adaptation, judgmenl, llexil)ility. 

riu* gradual elaboration of the division of labor slowly en- 
larged the number of oc c upations, diminished the range of eac h 
one, and tended to reduc e eac h more and mcjre to an identic al 
routine. Ihus the m. iking of cloth was divided between the 
spinner, the weaver, the fuller, the dyer. When the steady repeti- 
tion of the same movement beccxnes an important part of an 
industrial art, it is possible to apj)ly other force than tliat of man’s 
muse les. It is true that no mac bine, even in the highly elaborated 
forms of modern times, can rival in dexterity and flexibility the 
human hand. But whenever the same thing is to be dcxie cner 
and over, the blind forces of nature, working thru a machine, 
can do it as well as anv human hand, and indeed better than most 
human hands. Fhe division of labor in its simpler form gradually 
was developed to the point where the application of power was 
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possible. The gain from the application of power proved so great 
that there was a reaction on the division of labor, a motive to 
split up the steps in production still further, to reduce more and 
more of them to the repetition of identical movements and so to 
make possible in still greater degree the use of natural forces. 

The great change set in markedly during the second half of the 
eighteenth century. The division between the spinner and llic 
weaver, one of the oldest elaborations of the division of labor, 
gave occasion for an epoch-making application of machinery a!id 
power. In 1764, Hargreaves invented the spinning jenny; in 17(H), 
Arkwright brouglit out his rival spinning machine; in 1779, 
Crompton invented an apparatus which combined the devices of 
Hargreaves and Arkwright, and brought the spinning machine to 
a still further stage of perfection. All three were directed to the 
mechanical repetition of the twisting of the fiber, and water power 
was soon applied to setting them in motion. Not long afterwards, 
weaving was also subjected to the same principles. The power 
loom was gradually elaborated, and in the beginning of the nine- 
teenth century began to supplant steadily the hand loom. By the 
close of that century, the old-fashioned weaver’s trade had become 
in advanced countries like England and the United States, a 
thing of the past. The textile material to which these inven- 
tions were first applied was cotton, for this has an even and 
homogeneous fiber which makes it most readily available for ma- 
chinery operated continuously at uniform speed. Wool, linen, and 
silk, being of less even fiber, were subjected to the machine process 
later than cotton, thru a long series of subsidiary inventions. It 
was not until late in the nineteenth century that silk, the most 
delicate and irregular of these fibers, came to be manipulated on a 
large scale by power machinery. 

Water power was used for the textile manufactures in their 
earlier stages; but it was soon supplemented and largely replaced 
hy the steam engine. The steam engine was brriught by Watt to 
the stage of effective working in 1781. It was first used on a large 
scale for the pumping of water out of mines — an obvious case for 
the application of power, since it calls for the unchanging per- 
formance of the simplest movements. It was soon applied further. 
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iifU only to the textile irulustries and to a wide range of other 
ni.innla( tures, Init to transportation. Steam was used in navigation 
hy f iilton on the Hudson River in 1807. An even more important 
a|)pli(ation of steam to transportation came when the locomotive 
was perlec ted hy Stephenson in 1830. This created the modern 
railroad and, as we shall presently see, marked the beginning of a 
still lurtht r development of the division of labor. 

I he series of ;^reat inventions of which these were the most con- 
spi( uotis, brought about what is known as the Industrial Revolu- 
tion a (han,L;i‘ in the arts, and a conse(juent change in economic 
and so(ial ( ondit ions, greater than has appeared during a like 
shoii time in any stage of human history. 'Ihis in a way states 
the (ase too strongly, l lie change, while revolutionary, was not 
snd(h n or lot I nitons. A long series of inventions and devices, 
reaching lai back into the <enturies preceding, prepared the way. 
\ Cl a tapid l)n!st and llowering tliere was in the second half of the 
eigliieenih <(‘ntnry. Its fnnd«nnental economic characteristic was 
an elaboration of the division of labor, thru the splitting up of the 
stages ol piodnc lion into separate oj)erations, each one of which is 
1 ( pealed (ontinnonsly and so may be (arried on by the machine. 

I he (arpenter’s sawing, planing, joining, molding — each of these 
is now done sepaiately bv machinery, usually in establishments 
that lend steadily to betome larger and larger and to subdivide 
sidl more the vaiions o|)erations of the trade. The cobbler of 
loimei da\s pul logeihc-i a shoe foi himself: in a modern factory 
the shoe goes thru some eighty different processes. In the manu- 
ladme ol Ides there were (nji2) in one large estal)lishment 
ninety sej)aiaie o|)erations or handlings thru which each indi- 
vidual piece' had to go from the time the steel reaciied the factory 
until the' lime* when the Imishc'd (iles were ready for sale. So it is 
with ironw 01 king, with all the elaborated prcK:esses of the textile 
industries, with piinting and book-making, not least with the very 
making ol machines and tools. The mae hines now used are vastly 
more' c omple'X and more* e llic ie‘nl than was clreanu‘il of in the early 
st.ige sol the <ipplic at ion ol |)o\ver, and have extended the princ iple 
ol the .nitomatic repetition of identical movements to tasks long 
thought lar bevouci its scope. The work of the hand is not indeed 
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superseded; the skilliull Avorkniaii and the* adaptable tool retain a 
large place in industry; but the rangt* ol their work tends to be- 
( onie more and more restric ted. Within eac h bi .nu h ol industry, 
as one stage alter another is stibjeeted to the mac hiue jMcKess, the 
remaining stages have a narrower and simpler range, in which in- 
ventive spirit constantly lincis new opportunities bw the applica- 
tion of power. Thus the character and the working of the division 
of labor have been profcjundly and all but universally modilied. 

The essential gain from this mcKlern develo|)ment cjf the divi- 
sion of labor has come frcjin the virtually unlimited store of nat- 
ural power. Once identity of movement has been secured, there is 
no work so heavy, no o|)eration so delicate, but that the machine 
can repeat it day in, day out. Human labor, applied lirst to putting 
together the machine, then to gtiiding the natural forces that move 
it, accomplishes vastly more than the same amount of labor ap- 
plied to the making and using of the simpler tools of former days. 
Ca)al and falling water are the great soinces of power; and thcj 
nature does not supply them withotit limit, the application of ma- 
chinery has not yet been lettered for human nec‘ds by any limita- 
tion, nor is it likely to be lettered in the future as far as we can 
locjk forward into it. 'The labc^r reejuired lor any one oj)eration in 
production has been immensely lessened by the industrial changes 
c^f the eighteenth and nineteenth centuries, and ap|)ears likely to 
be lessened no less rapidly and largely in the twentieth century. 

The period in which we live has been aptly called the age of 
machinery. Its characteristic: phenomena are mainly the re- 
sults of the use of machinery, and they will engage our attentmn 
in many parts of our subject. I'hey arc seen iii the growth of cap- 
ital, and the increasing pcjwer and importance of the business man 
who has control of capital; in the spread of prcxluc tion on a large 
scale, and the tendency toward monopc^ly in many branches of 
industry; in a new position of workmen, a wider gap between em- 
ployers and employees, and a con.sequent development both of 
labor organizations and of employers’ associations; in grave .sexial 
problems from the employment of women and children in fac- 
tories; not least, in a loss of individuality in the working popula- 
tion and a strengthening of the lines of demarcation between social 
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( lasse s. Of ail these ( ()nse(|ueiK es of the complex division of labor 
mole will lx* said as we jjioceed. 

J:} .}. 1 he division of laljor obviously means that the persons who 
cany on the several operations of a given branch of industry com- 
bine to biing about the final result. It means, no less clearly, that 
thexse engaged in different industries combine to satisfy the varied 
wants of tlie community. Kach contributes his special product to 
he used by all; ea( h uses the products contributed by the rest. The 
division of labor may thus be described also as the combination or 
(ooperation ol labor. 

Combination of labor may conceivably be carried out deliber- 
at<ly, with (ons(ious (outrol and ( oiirdination, with immediate 
sharing of the joint output, and without exchange. In the ancient 
< ivili/ations of (treed* and of Rome we get glimpses of establish- 
ments ol the ri( li and privileged in which the several trades are 
plied by shives for the benefit of the whole household. In the 
earlier Middh* Ages also we find seigniorial |)ossessions, where the 
sei fs have spec iaii/ed (ucupations and contribute in kind to the 
lord s needs, k.ven in modern times, we have had examples of com- 
munistic so( ieties, in whicfi tfiere is a division of labor among the 
individual nuinhers, yet no exchange, each member contributing 
his part to the common income and each receiving from that in- 
come a share deemed ec|uiiable. Such a society dcjes not approach 
so nearly to self-suflic ienc y as the ancient household or the medie- 
val estate; it must buy and sell on a considerable scale with the out- 
side woild, whereas those* c‘arlier organi/aticjns bought very few 
things (salt and iron, for example) . Vet within its own limits the 
div ision of laf)c)r leads to no exc hange between members. 

C.ommonly, however, the divisic^n c^f labor has brought with it 
as a natural corcollary the c.vc/umgc of the several commodities 
piodiiccxl l)v diffeient workers. I he cases noted in the preceding 
paragraph are comparatively rare in economic history; at all 
events, they give no clew to the phenomena of the modern in- 
dustiial woild. In this the division of labor almost always means 
exchange, and the relation between the workers is very different 
from that in the community where there is conscious and deliber- 
ate combination of effort. It is strictly true that the workers in a 
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modern society combine in bringing about a joint output; but the 
consciousness of cooperation is lost. The individual is not tliink- 
ing of the joint output. Only if he happens to be \ ersed in the 
books and theories of economic writers, and beiirs tiiem in mind in 
his active hours, is he aware that he is performing one small oper- 
ation toward a joint output and is sharing in the manifold contri- 
bution which others make to that joint output. The things on 
which he works are not part of a common store, but are private 
property, bought and sold, cared for and guarded, by each indi- 
vidual for himself. He thinks only of the particular product which 
he sells, and of the terms on which he can buy other products. He 
is intent on the results of the exchange thus made, and tries to 
secure for himself the best terms of exchange. The phenomena of 
exchange are the dominant phenomena of the modern world. 

§5. For some centuries preceding the industrial revolution of 
the eighteenth century, the typical form of exchange was that be- 
tween the small city or town and the agricultural region immedi- 
ately surrounding it. Lhis was the period of the simpler form of 
the division of labor, of the familiar handicraft; the period of the 
tool preceding the modern period of the machine. The city of 
early modern times was the center of an industrial community 
which was in the main self-contained. Within the city the burghers 
carried on the arts and ( rafts, to it the surrounding rural popula- 
tion brought food and materials, and in it they made their pur- 
chases. The city ( raftsmen were united in the gilds which were so 
cf^nspiciKJUs a feature of the ec (jnomic organi/ation of that pericxl. 
Each craft was open only to the members ol a gild, who trained ap- 
prentices and empU^yed journeymen, and transmitted from gen- 
eration to generation the knowledge of its trade. The (organization 
of the gilds, and the regulation and restriction of their member- 
ship, were inevitable and doubtless beneficial at the outset, assur- 
ing protection and mutual aid, and the maintenance of skill in 
the arts. In later times, their regulations were made the means of 
monopoly; they had long outlived their usefulness even before the 
great inventions of the industrial revolution put an end to the 
economic organization of which they were a part — aspects of the 
gild system not closely related to our present topic. So far as it 



THE ORGANI/ATION OF PRODUCTION [Ch. 3 

hears on the division of labor, it was part of what the Germans 
(idled Stadtxvirlhschnjt — the city organization of industry. A map 
of E/ighniri a/ni of r/)e greater part of western Europe from say 
1350 ro 1800 is dotterl with a large number of cities of modest size, 
(*a( h the ( enter of a more or less isolated economic area. Tho there 
was some exchange of special commodities between different 
( oiinti ies and between the different economic areas within a coun- 
try, the main ex( hanges were l)etwecn the city and the surround- 
ing agi i( ultnral district, and the characteristic stage of the me- 
chanical arts was that ol the simpler division of labor between the 
lamiliai c ialts oiganized in the medieval gilds. 

I he steps thiough wide h this organization of industry has been 
rej)lac ecl by that c harac teristic ol modern times were at first slow 
and gradual, but in the eighteenth century the industrial revolu- 
tion brought a sudden l)urst cjf great changes. Without pausing to 
considei tlie events of the sixteenth and seventeenth centuries, 
whic h prepared the* way lor these changes, we may contrast the 
lined result witli the conditions ol the early simpler division of 
labor, and so uudeistand better the conditions of our own day. 

The economic area has been immensely widened. It has come to 
iiu hide the wliole of a country, iu some respects the whole of the 
world, rheie is division of labor not only between the different 
c rafts within a c ity but cjuite as muc h between dilferent cities and 
countries. Ou the other hand, the crafts themselves have been 
split up into more minute subdivisions, and dilferent parts of each 
are |)rac tic i cl in widely separated loc alities, ddiese tendencies have 
bt'en immensedv promoted bv the modern improvements in trans- 
portation improvements which have themselves been the results 
of the intioductiou of machinery. Ehe use of power, especially 
thru the stcMin engine, was the dominant factor in the industrial 
revolution: and in no direction has it had larger effect than from 
its application tc'> trac tion and to navigation. 

An epoc h making imention was that of the locomotive. Roads 
had been muc h improved in f ngland din ing the latter part of the 
eightc'enth century, when /’elford and Macadam devised their 
methods ol construe t ing roadwavs. During the same period canals 
had also been dug and used to no small extent both in France and 
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in EngLiiid, and the people ol the United Stales, ahvays dri\'en by 
tlicir special indiistiial conditions to search eagerly lor improve- 
ments in transportation, pushed the use ol roadways md canals in 
the first quarter of the nineteenth century. But in 1830 c ame the 
locomotive. In this case, as in that c^f the steam engine and indeed 
of almost all great advances in the arts, the final atta nment of the 
succ:essful device was due to a long series of experiments by many 
contrivers. Stephensem in iH^^o perfected rather than invented the 
Icx'cmiotivc. So the modern railway was c reatecl; and thereby began 
a second industrial revolution, or at least a second phase of the 
industrial revolution. Side by side with the railway have been the 
great improvements in water trans|K)rtation. I'he a|)pli(ation of 
steam tc3 navigation, thru the paddle ^vheel, \vas a comparatively 
simple matter and was ac:com|)lishecl early in the ninetc‘enth cen- 
tury. But the paddle-wheel steamer was too c lumsy, too liable to 
damage in storm, for communication ac ross great bodic*s of water. 
It was not until Ericsson \s invention of the screw, in the mid- 
dle c^f the nineteenth century, that ocean navigation underwent a 
great change. This change in any case was not so far-reaching as 
that wrought by the railway; for water transportation by sailiitg 
vessels had always been comparatively cheap wheieas land trans- 
portation had been slow and dear, and its dearness had im])osed 
great obstacles to the division of labor within large land areas. 

§6. As Adam Smith remarked in 177!'), in the earlier stages of 
the modern era, the division of labor is limited by the extent of 
the market. The village cobbler will turn out no more shoes than 
it is possible to dispc:)se of within the economic: area he can rc*ach. 
To divide the work of shoemaking between the cutter, the stitcher, 
the heeler, the laster, is not feasible unless as many slujes can be 
marketed as the combined labor of all will produce. A modern 
shoe factory, wnth its elaborate mac hinery and highly developc‘d 
division of labor, turns out thousands of pairs of shoes daily. 
These shoes c:an find their j)urc hasers only when a large jopula- 
tion can be reached from the c entral source of supply. 

Many other illustrations could be given of the way in wliicli the 
division of labor has been pushed farther and farther with the ex- 
tension of the market conseejuent on cheapened transpcjrtation. 
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I'lirniturc is mafic nowadays in large factories, often placed near 
the sf)urf cs of timber supply and distant from the persons who are 
to use the arn'f Ics. d lie f ahinetmakcr of olden days has been re- 
placefl by woi kme/i who tend and direct a series of machines, each 
of whic h performs unceasingly its part in the operations of sawing, 
planing, grooving, turning, polishing. Plows are no longer made 
by th<* village blat ksmith, but put together in a great factory and 
then distiibuted over the earth. Unless it were possible so to dis- 
tribute them, plows could not be made in (juantities at the factory, 
and there (ould be no elaborated division of labor in making them. 
One ol the most striking results ol the widening of the market is 
seen in the t ratisloi ination of the butf her’s trade. Until the latter 
|)art ol the nineteenth (cntury, the butdier carried on his work 
as lie had done it for thousands of years before, llis cattle came 
fiorn near by farmers, and the meat was supj^lied to near-by cus- 
tomers. I hru the large! part of the Unitetl States he has now been 
supplanted iiy the great packing establishment, where cattle are 
slaughtered by the thousand. In these establishments dozens of 
dilfereiit stages in dissec ting the carcass are allotted to as many 
clilferent sets of workmen. The application of power has not here 
been carried as far as in some other industries; yet at every stage 
where it is j)ossil)lc‘, the' mac hine is set to work; and even where it 
is not, the workman is assigned to the unceasing repetition of a 
single operation.' Kvery part of the animal is used, and every part 


' "fi woultl lu' (iillidili lo (iiwl aiiotlu'r iiulustry where division of labor has been 
so inj;eiiioiiNlv .»nd iiiinosiojMc all v wt>iked out. The animal has been surveyed and 
laid ol! like a iua|); aiul the men ha\e been rlassihcd in over ihirly specialties anti 
twentN lates of pa\ . horn i(» tents to r,t) tents an htmr. I hc r,o-te>»l man is restricled 
tt) nsin^ the kinie on the most ilelit.ite parts ot the hitle (llt>orman) t)- to using 
the .tx in splitting the h.uklMnie {splitter); anti, wherever a less skilletl man can he 
slippetl in .it iS tents. iSi .. tents, -ji} tents. 21 cents, 'Jai o cents, 2 .| cents. 25 cents, 
.ind so ttn. a pl.ite is ni.ide tor him. anil ;m otcnpation mappetl out. In working on 
the hitle .dt)ne theie .ne nine positions, .it eight tlillerent rates of pay. A 2n-ceni man 
j»idls oil the t.nl. .1 221 ^ tent m.in ponntls oil .nu»lher part where gtHul leather is not 
lonml. .iml the knife ttl the |o tent man tnts a tlillerent lexttire ;nul has a different 
leeC ht)m th.ii of the ',«» tent man. Skill has become specialized to fit the anat- 
oin\. . . . 

■ I he tli\ision of labor giew with the ititlustiv. following the introiliiction of the 
tefi igei .itoi tar aiul the m.n keting of tbessetl beef, in the tlecade of the seventies. Be- 
loie the maiket w.is widenetl b\ these ievt>lntioinzing inventions, the killing 
weie small, suite onl\ the Itn.il dem.intls were siipplietl. Bill when the number of 
tattle to be killetl e.ith tl.n intnasetl tt) a tiunisanil or more, an increasing gang or 
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is manipulated on a large scale under a further minute division of 
labor. The output in its varied forms — the meat oi all qualities, 
the fat, the hide, the bones, the horns, the very hair - all is tlien 
marketed to millions of people, distant hundreds or miles, some- 
times thousands, of miles, from the packing estal)lishment. All such 
elaborate organization and division rest (^n the possib'lity of trans- 
porting the products a great distance, and so supplying an enor- 
mous population from one central point. 

§ 7. The great improvements in transj)ortation during the nine- 
teenth century have gi\cn immensely wider scope to a phase of 
the division of labor which we have not yet considered. This is 
the geographical division of labor. 

In medieval and early modern times, those articles only could 
be transported for any considerable distance which had great value 
in small bulk. Such were drugs, spices, fine cloths, rare silks and 
cottons, choice weapons and armor. I'hese were used chiefly by 
the small circle of the rich; trade in them did not affect the mass of 
the population. Where water transportation could be used, there 
was indeed some possibility of trade and exchange in the bulkier 
commodities. For this reason England, with her insular position 
and much-indented seacoast, was able at a comparatively early 
stage to export such commodities as wool, copper, and tin, and to 
develop in some degree the geographical division of labor. With 
the improvement and enlargement of vessels, the greater security 
of the seas, and the use of the mariner’s compass, trade by water 
gradually grew to greater and greater dimensions. A still furtlier 
extension came in the latter part of the eighteenth century, when 
])arts of the interior of the civilized countries were tap|)ed by 
canals. The most far-reaching development of the geographical 
division of labor came with the railway; for the railway can reach 
all parts of the land. The industry of almost every part of the 
world was transformed by this mighty solvent. 

The United States at tlie present time presents what is probably 

crew of men was put together; and the l)esi men were kept at the most exacting 
work.” — Professor J. R. Commons, in the ()uartrrly Journal of Economics, Vol. XIX, 
pp. 3, 6. It will be noticed that here there seems to be scope for that advantage from 
the division of labor which is secured from the adaptation of the tasks to the varying 
abilities of the several workers. Cp. p. 31, afK)ve. 
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the* most extreme ( ase of geographical division of labor highly de- 
veh)ped uruler the influence of cheap transportation. The south- 
ern par t of \’c\v Fngland is ;i manufacturing hive. The food and 
raw materials there irserl come from all ])arts of the world. TJie 
wheat and (jther /jreadstu/fs come frcjm the Mississippi and 
Missoitti valleys; the meat and animal j)roducts from the same 
regions, and scjrne from regions farther west; the cotton from the 
southern states; the wool from the trans-Missouri region, as well 
as from Airsiralia, Argentina, China. Siberia. All sorts of manu- 
fa< trued ai tir 1( s are sent from New Kngland in exchange — cotton 
and woolen labihs, boots and shoes, metal wares, tools and nia- 
(hincry. The anthracite district of eastern Pennsylvania, again, 
is givear wholly to the mining of hard coal; all its manifold sup- 
plies come from without. Pittshurgh is the center of a district in 
western IV rrrrsyK atria giverr rrrainly to the mining of bituminous 
coal arrcl to rrrarrulac t in es whic h use that fuel, such as iron and 
slec’l and glass. I lere too the food, c:lc)thing, articles of comfort 
arrcl luxury ;rre obtained horn all parts of the United States and 
of the* wor ld. No par t of the country is self-sufik ing; each is con- 
stiUrtly se iitling its pioclueis to distant regions, in return receiving 
the piodrre ts of distant r egions. 

.\n e xample no less str iking of the* geographic al divisic^n of labor 
is to he ioirnd in the- eorrclition of (heat Britain. 4'hat country 
imports tire* greater- p;iit of its food — four -fifths of its hreadstuffs 
and rrroie- tlr.rir hall ol its rrre'.rt and other food supplies. Its wheat 
(orrres c lriellv froirr (iarracla, the Urrited States, Russia, Argentina; 
its rrrcMt very largely frorrr the- Urrited State’s and .Australasia. All 
the’ cotton and almost all tire wool whie h serye to clothe its peojrle 
ar e hrouglrt hour olhe’i eountr ie*s. Fhese var ioirs eornmcxlities, as 
well as the’ others whie Ir come from tropical regions, are c^btained 
iir c’xc Irangc’ lor a gie.it r ange of rnanufae tur c\s expor ted. The peo- 
ple of (de’.it Bi it.iin, by devotirrg their lalror c hiefly to manufac- 
triie’s and e xt li.riiging them for the* itrrpoi ted loodstufFs and raw 
iri.iter ials, ge t \.istl\ larger r e tiinrs than thc’V could by produe ing 
ever Miring at home. New l arglarrcl arrd old I’.nglarrd are in suh- 
st.inti.rllv the* same industri.rl position. It is probable tirat neither 
could support its present population on its own soil; it is certain 
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that neither could satisfy in this way the imperative needs for food, 
clothing, shelter, warmth, except on very much harder terms and 
with very much scantier results. Each is dependent <»., trade with 
other regions, the main difference being that in the one case vir- 
tually the whole of the trade crosses the political border and in 
the other the larger part of it is within the same nation. 

In consequence of this highly developed division of labor, the 
position of cities is essentially different from what it was in medie- 
val times. They are no longer dependent for focxl and materials 
on the agricultural regions surrounding them, nor do these regions 
depend on the adjacent cities for their supplies of manufactured 
commodities. As regards the country sin rounding them, the cities 
are centers for the distribution of goods rather than for produc- 
tion. Many cities have special articles of manufacture and in this 
sense are producing centers, but their specialties are disposed of 
over all the world thru the distributing centers. The very large 
cities, with a wide range c^f miscellaneous manufactures and with 
a great distributing trad(‘, overlap in their economic areas. 

The far-reaching complexity of this situation makes it extraor- 
dinarily diflicult to keep the division of labor in working order 
when there is change in the underlying conditions on which it de- 
pends. In times of economic disorder and dejn ession (about which 
much more will have to be sai(L) the intricate mec hanism gets 
cnit c^f gear. The eventual buyers of the linished produc is — the 
consumers — prove unable or unwilling to buy what the distant 
chain of producers are equipped to. sup|dy and indeed are com- 
mitted to supply. Depression, inability to sell what is produced, 
unemployment are the familiar plienorncna of hard times. By way 
of remedy it has sometimes been proposed — the idea cropped out 
frequently in the great depression of the thirties of the present 
century — that a return should be made to the simpler conditions 
of earlier days. The city-dwellers, it was urged, should exc:hange 
their wares directly fen' the food produced in the surrounding 
country. But wlien onc e tlu* division of labor is highly developed, 
this return to the simpler ways of earlier c entin ies is iin|)ossible. 
A shoe city like Broc kton, a textile c enter like Lawrence, a me- 


‘Scc Ixlow, v^)l. II, Chapter 
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tropolis of varied manufactures like Philadelphia — each produces 
more of j^oods tlian its immediate agricultural region can use; the 
goods are made in cjuaiitities to satisfy millions of widely scattered 
(onsuiuers. And crjuversely tlie great agricultural regions grow 
vastly more of their products than the cities in their immediate 
neighho! hood ( onsume; these cities act mainly as traders or middle- 
men for the distant manufacturers. The country adjoining a large 
industrial ( ity (an use hut a fraction of what the city is equipped 
to turn out, and the city in an agricultural region can use but a 
h act ion of what the farmers habitually raise. There is always of 
(oursc* some direc t exc hange; some milk, some vegetables, some 
poult ly from the near-by farms, and some purchases by them of the 
goods made in the c ity. Kven this limited range has tended to be- 
come less with the j)erfecting of transportation and storage for 
even the most jH i ishable of farm produc ts, and with the surprising 
accessibility of the goods bought by the farmers. No rearrange- 
ment of this (‘Stahl ished organization is pcjssible in short order; 
and if lor anv reason c hange in it there must be, the process is difli- 
( lilt and slow. 

jSj M, I he gains from the* gc'ographic al division of labor arc of 
two soils, analogous to the two .sorts of gain from the division of 
labor between individuals. In part they arise from the adaptation 
of dilfeu'iil regions to the production of specilic artic les, and in 
part Iroin the ()roliciency which is the result of exclusive applica- 
tion to one task. 

rile cli\ ision ol labor between tropical and temjx'rate countries 
obviouslv brings the gain arising from specific' adaptation. Troj)- 
ical fruits. s|)ices, coflc’e, sugar, are exchanged for the wheat and 
corn of tc inperate c limes. The .southern part of the United States, 
again, has a climate peculiarly adapted for growing cotton, while 
in the great central plains there is a corn belt and a wheat belt — 
great stretc lies of country with climate aiui soil peculiarly adapted 
to one or the other of the staple cereals. The abundant deposits 
of excellent coal in the western part of Pennsylvania cause that 
district to devote itself to coal mining, and to the industries for 
which cheap fuel is essential. Fxtraorclinary deposits of iron ore 
liave been found on the shores of l.ake Superior and thousands of 
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woikmen there mine the ore, procuring from other parts of the 
countiy all the varied articles which they const: me. Italy has a 
climate adapted to the ctdttire ol the graj)e and of < itrotis frtiits, 
and she exports them to tlie countries of more rigort)tis climate. 
Italy has no coal; she imports it, chiefly from the great beds of 
(heat Britain. The enumeration might be indefinitely extended. 
It is obvious that there is a gain when tlie wheat and torn are pro- 
duced in the regions favoring them, the iron and coal where they 
are most abundant, the cotton where the soil is best. The geo 
graphical division of labor is not indeed all-embracing; there arc 
c^bstacles to its swee|)iiig application from siu h c auses as the force 
of habit and the cost of transportation. Vet tliere is a strong and 
steady tendency tcjward the pursuit of a branch of |)rodu( tion in 
that place for which the natural advantages are gieatest. 

Different in origin and basis, tho tlie same in effect, is tliat di- 
vision of labor between different regions wide h rests on the mere 
fact of specialization and ac(|uired skill. Exchange between in- 
dividuals, tlio baseci in part on differences in native aptitudes, rests 
in the main on accpiired dexterity. So it is in c onsidei able degree 
betvv'ccn diffeient regions. \Vlien once an industry is conduc ted on 
a large scale, witli elaborate machinery and with a great output, it 
will tend to be concentrated. But there may be no strong reason 
for its concentraticjm at one plac:e rather than anothc*r. There is no 
cause in the natural conditions why Bridgeport and NUnv Haven 
in Connecticut slic:)uld be sj)ccialized cxntei s for the manufac tin e 
cjf metal wares, Brockton in Massachusetts for shc^es, (adioes in 
New York for knit goods, Nottingham and Ihadford in iMigland 
for laces and woolen stuffs, Lyons for silks, Chemnitz in Saxony 
for hosiery. 

For certain sorts of industries there is a gain from the mere fact 
tliat a number of establishments carrying on o/>erations of the same 
sort are clustered together. Subsidiary industries spring up, supply- 
ing them with materials or accessories. When workmen skilled in 
particular operations are reejuired, their selection and training are 
easier. The mere attractiveness which a city has for most persons 
makes it easier to secure and retain a steady force of laborers. 
Sometimes the first cause of the location of an industry in a par- 
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[)ht( (‘ has Ix r/i the energy, resource, of some in- 

rliviflual. I lis (aj>ar ity as leader hiiilds up an establishment; others 
(hen follow his lead. Sometimes the natural adaj)tation of a spot 
( auses an industry to sprini^ up in that spot, and later to persist 
from the mere effect of a((juired advantage. Thus some of the 
mamdatturing cities of New England, such as Lowell and 
Lawrence, grew up on sites having water power, before steam 
pow(‘r was as fully developed as in later times, and when the trans- 
portation of coal was more costly. It is doubtful whether the water 
powei would now ( ause these centers of population to be built up; 
but being there, they tend to remain. y\ll thru the broad, flat coun- 
l! y ol the Mississippi Valley there have sprung u|) cities and towns, 
ol whi( h one is the seat of the manufac ture of vehicles, a second 
ol lurniture, a third of engines and madiines, with no obvious 
( auses why one j)lace rather than another should jM)ssess the par- 
ticular industry. In whatever place the industry is, the advantages 
ol < OIK entration are sec iired. A wide market from cheap trans- 
portation makes j)ossible the conduct of the industry on a large 
s( ale and so the use of inuc h capital, of elaborate machinery, of 
spec iali/ation, and minute division of labor. 

;\ considerable part of the division of labor betwc'en nations and 
a large volume of the trade between them seem to rc*st on this sec- 
ond c ause. Es|)ec iaily as l egards maiiufactuiTd articles, some coun- 
tries liave advantage’s in i)rc)duc tion which rest not on natural re- 
sources but on accpiired elliciency. Knglancrs manufaeiure of cer- 
tain kinds ol woolen goods, the silk manufacture in France, per- 
haps the linen manulac (ure c^f (he north of Ireland, present cases of 
this kind. This is the leal basis of the argument for protection to 
young industries. So far as the division of labor between countries 
and (he tr.icle between them are the results ol natural differences, 
they are best lelt to work out their ivsults without restriction. But 
so lai as they rest on aexjuired skill, there is at least a possibility that 
thev mav be supc'i sc’decl to advantage by similar division of labor 
and similar trade within the country.^ 

' Str uhai is said on this siihjcct in Cduipicr 37, §3, 
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1, A R G F, - s C A F F P R O n I T C F I O N 

I. Growth of large-scale production closely connected with the Industrial 
Revolution. Advantages of large-scale prothiction: use of inaihinery, sav- 
ing in general expenses, buying and selling, utilization of by-products, 
cxperiineiiting. — § 2. Limitations, chielly from dilliculties of superintend- 
ence. I he case of agriculture. Other iiulustries. The development in re- 
tail trade. — § Scarcity of able managers as a tause of limitation. 'This 

human factor usually ignored by the socialists. — .p Large-scale manage- 
ment. Ccmibination, hori/ontal and vertical. 1 he Steel Corporation as an 
example. Other examples. Ihe tendency to vertical combination less 
strong than that to hcjrizontal. — § 5. Competition c^fien wasteful; tho the 
waste is less than it seems. 

§ 1 . Thk tendency to large-scale production has shown itself in 
all civilized countries since the industrial revolution. It has pro- 
foundly modified soc ial as well as economic conditions, and bids 
fair to modify them still further in the ftiture. 

The characteristic features of the tendency are that the size of 
the individual establishment becomes larger and the total number 
of establishments becomes smaller. In a i)eriod of very rapid 
growth, it may happen not only that each unit becomes larger but 
that the total number incrca.se.s. More commonly, however, the 
total number decrea.scs or at best remains stationary while yet the 
individual establishment becomes greater in size, and the pro- 
ductiveness of the industry as a whole is iniu h enlarged. 

The causes of the growth of large -scale production are to be 
found mainly in the revolutionary changes in the arts during the 
last century and a half. Underlying them all is the increasing di- 
vision of labor and the increa.sing u.se of machinery. A necessary 
condition — tho not in itself a cause — has been the widening of the 
market under the influence of cheaper transportation. 

A tool or machine of any kind is advantageous only if u.sed re- 
peatedly for the same operation. The greater the number of repeti- 
tions, the more is it worth while to have an elaborate tool and to 
give much labor to its making. Machinery moved by j^ower is a 
highly elaborate tool. The larger the scale on which an cnterpri.se 
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is ( oncliK ted, the better is the opportunity for using machinery to 
advantage. I'lic gain frmn its use arises from several sources. Power 
itself becomes ciiea])er per unit as it is applied on a large scale. 
P>()th for first installment and for running expenses a large steam 
engine costs less, for each hcjrse power, than a small one; which 
means economy if the establishment is large enough to utilize all 
the power supplied. Again, subsidiary operations can be carried 
on to advantage by mac hinery. The use of steam shovels in han- 
dling coal, ores, e arth, and <jf similar instruments for lc:)ading and 
unloading vessels, depends on the wen k being massed in large 
volume at one s|)ot. An cn ean steamship of ic^,ooo tc:)ns carries 
fi eight more c heaply than one c^f fjooo, and one of 20,000 tons 
more c lu*a|)ly still. WMierever the trafiic is heavy, as between Europe 
and the- United States, the huge steamship is economical. Where 
the liallic is Ic'ss luMvy and less regular, the shij) of mcxlerate size 
holds its own. I he* laigest of the American corporations making 
agticiiltmal implemenis, one that illustrates cons])ic:uously the 
tendenc y to huge scale prociuctic^n — the International Harvester 
Company — has a mac hine whose sole work is to shape poles for 
wagons and hai vesteis. The mac bine cost 32500; it saves a c ent per 
pole*; it is woith while* only because poles by the hundred thou- 
sand are made* c ac h yc*ar. 

()ther causes, more or less closely connected with the growing 
use ol m.ichinc*rv. ha\e strengthened the tendency to large-scale 
pi oclnc tion. Just as all the sc*veial expenses for the plant and j^ower 
become less pel unit as the output enlaiges, so the geneial expenses 
lor administralion and counting-room work tc*ncl to l)ecome less. 
Clc iks are kc*j)t more continuously occupied and more elaborate 
division ol l.ibor among them is feasible. Suj)erinteudents and 
loremen c an take c barge of the full number of men whic h each can 
c.lirc c c to acl\antage. One* watc liman, one engineer, one timckee|)er, 
can usual I V st*r\e* a large c'st.ihlishment as effectively as a small c^ine. 
All the* misc c llanc'ous expense’s of general management are less 
in proportion to a large c)ut|)tit. 

I'he mercantile management of a large enterprise — the buying 
ol materials and the selling of the prodtict — also offers opportu- 
nity lor economy and eflic iency. Supplies can usually be bought to 



LARGE-SCALE PRODUCTION 


49 


§0 


oi cater advantage. This is commonly spoken ol as if simply the re- 
sult of greater bai gaining power on the part of tuc large buyer 
and greater piessure of competition among those wht> wish to sell 
to him. But in the main it arises Irom the fact that mercantile op- 
erations themselves, and especially wholesale operations, are car- 
ried on more economically when on a large scdle. Expenses for 
clerical work, rentals of office premises, and the like, which con- 
stitute the main outlays ot the wholesale dealer, are no greater for 
large transactions than for small. Hence brokers and wholesale 
dealers can sell at lower prices to those who buy habitually in 
large amounts. 

Again, the disposal of the output is often less expensive per unit 
for a large establishment than for a small one, and often at still less 
expense for a very large establishment than for a moderately large 
one. Advertising and notoriety much affect the marketing of 
sundry commodities. When once appeal is made not to a limited 
local market but to a large and extensive constituency, the dis- 
posal of the great cjuantities of goods turned out by a modern 
factory becomes by no means the least dillicult of its manager’s 
tasks. All the apparatus for drumming up custom — traveling sales- 
men, trade catalogs, and the like — is the more effective, and the 
less costly per unit of j)roduct, in proportion as it operates on a 
large scale. Advertising is most effective wlien s]>read over the land 
with every scjrt of device, when it is systematized and put in charge 
of a separate manager. All such elaboration of marketing is both a 
result and a further cause of a great volume of business. 

The utilization of “by-products” ^ is ancjther of the advantages 
of large-scale production. At the great packing houses which dcj 
so much of the butcher’s work of the United States, every particle 
of the slaughtered animal is used, and many things which would 
go to waste in the small shop bcccjine a source of profit. A very 
large woolen factory finds it advantageous to utilize the fatty 
matter which is attached to the wool as it comes from the sheep’s 
back. This grease, which must in any case be scoured out of the 
wool, goes to waste in a smaller establishment; whereas the large 
mill, by putting in a plant for the special purpose of treating the 

^ Better, “joint products"; see Chapter 15, §1. 
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^icAsv, finds it a sonic c of .i^ain. Great ironworks find it possible to 
utilize the j^as exj)C‘Ilc*cl Ironi c!oal in the c.okin^ process, either 
selling the ^as, piiri/ieci, in a near-by city or using it at once for 
f uel in tJieir own furnaces. A large sawmill can put in a plant for 
burning its own sawdust, dispensing with other fuel for power. 

Other advantages of large-scale jiroduction arise fre^m the possi- 
bilities of expel iuienting with new devices and new methods. Some 
ventures will fail, some succeed. In a very great enterprise, the 
sue ( esses may be expec ted in the long run to outweigh the failures; 
the enterprise insures itself, so to speak, against the inevitable risks 
of experimenting. VV'heie the operations are conducted on a small 
scale, the failure of one experiment may ruin the entire under- 
taking. Again, the best teclinical skill, the l)est-trainccl engineers 
and ( hemists, are more easily and more economically employed by 
the great establishment. As with expensive but eflic ient machinery, 
theii use is achaiuageous only for a very large output, and is most 
economit al for the l;ngc‘st output. 

A ( urious c ase, instruc tive both as regards the possibilities of 
economy from large-scale operation and as regards the drift of 
modern times, is that of retail dealings. Retail trade Icjng seemed 
to l)c‘ the spc‘( ial held lor businesses of small or moderate size. Bui 
largc'-scale retailing began in the nineteenth century in the larger 
c itic's and bec ame more and more effective with the improvements 
in urban passenger transportation, a striking case being that of 
the so-called dep.ntmcau store's. .\ farther movement in the same 
clirc'ction came with the develoj)ment, even more striking, of the 
c hain store's and the mailorder houses, d'he small retail shop of the 
older (lavs had the* achantage — or at least had one great advantage 
— in th.it the pure h.iser’s source of sup[)ly was near. But the chain 
store is as h.inclv as the small retailer, and has reached imoks and 
corners whic h before were inaccessible except to him. The motor 
true k was no small lac tor, sinc e it enabled the scattered stores of 
the chain to be continuously and cheaply supplied with their 
stocks Iroin central static:)ns. Next came the mail-order concern, 
made possible in its turn by the facilities which the post-office was 
able tc^ provide for tlie shipment of parcels. Both the chain store 
and the mail-order concern needed a technique of their own. New 
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systems had to be devised for standardizing the articles, keeping 
the accounts, supervising the staff. The growth in bot! directions 
was in the United States extraordinary, and probably Lir surpassed 
the dreams of the first experimenters. And in both the dominant 
element was large-scale management rather than large-scale pro- 
duction in the nai rower sense — a distinction about which more 
will be said presently. In the opening years of die twentieth century 
the small dealer seemed to be still holding his own tenaciously in 
tlie merchandizing of goods. But by the time the century had run 
one third of its course, the large concern had made great conquests 
here also; its triumphs resting not only on mechanical invention 
but the resourcefulness and incessant scheming of the business 
manager. 

§ 2. The limitations on large-scale production arise mainly 
from the infirmities of human nature. The extension of the scale 
of operations means an ever-increasing reliance upon Iiired labor 
an an ever-lessening reliance on spontaneous self-interest. If all 
men worked with as much energy and spirit for an employer as 
they do for themselves, tlie spread of large-scale production would 
be almost without bounds. A striking illustration of the influence 
of this limiting factor is shown in the differing tendencies of 
agriculture and of manufactures. 

The operations of agriculture are necessarily spread over a 
considerable area and they are not easily subjected to a fixed 
routine. Both circumstances make supervision diflicult. Manu- 
factures, on the other hand, bring the concentration cjf hundreds 
or thcjusands cjf workmen under a single roof cjr in a small area. 
Moreover, in manufactures, machinery means the repetition of 
identical operations. Hence a routine can be fixed, and wcjrkmen 
assigned to fixed tasks, and their faithfulness controlled, with com- 
parative ease. But in agriculture much must be left to the zeal and 
intelligence of the individual worker. 

The consequence is that agiicidtnre has nowhere shown the 
same tendenc y to enlargement of the sc ;de of pioduc ticjti whic :li is 
so unmistakable in manufactures. Jt is true that some countries 
are usually spoken of as countries of large farming; England is 
the type of such a country. It is true, also, that in some parts of the 
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United States (in the North Central region, for example) , there 
has been in recent years a slight tendency to increase in the size 
of farms. But a farm which is called large is an industrial unit of 
comparatively small size. One which employs twenty men the 
year round is considered large, yet a factory employing this num- 
ber is a small affair. 'The tasks of twenty men engaged in farming 
would be spread over several hundred acres, and must present 
troublesome (juestions in assigning and supervising the work, 
f auns of this size are comparatively rare. By far the greater part 
of agri( ultural work is done on farms where a single man, having 
under him perha|)s one other or a few others, conducts the opera- 
lions on his own account. In the early stages of the development 
of some parts of (he Ihiited States, so-called “bonanza” farming 
appeared foi a time. W'here great level trac ts of fertile land wc*ie 
suclclcmly opcaiecl to c ultivation, as in ihc‘ interior valleys of Cal- 
iloinia oi in tlie Rc'cl Rivc‘r Valley of the* Dakotas, wheat cailture 
was c allied on for a while* over thousands of acres, with dozens, 
e‘vc*n hundrccls. of men and vehicles and with expensive ma- 
c hinc'i y. Ibil this jirovecl only a temporary phase. As the fertility 
of virgin soil began to be exhausie*cl, and a more varied and care- 
ful use of it was called for,' these great tracts were s|)lit up into 
smaller units. I he he ad of a large fae lory c an devise means for 
superv ising his men and for sec uring the exec ution of his orders. 
But the owner of a larm can use* Iiired labor to advantage c:)nly 
\vhen his own example and his own oversight supply the needed 
stimulus. 

Some industries, tho sjiread over a large area and presenting 
clillic ultie's lor the superv ision of hired labor, are so much more 
effective when on a large scale that these disadvantages are not 
de*c isive. I'he railway is an exam|)le. Many of its employee's are 
necessarily scattered over great tracts of country. The supervision 
v)f the innumerable agents calls for an intricate and expensive 
apparatus of rules and 1 e’gulations, bookkeei)iiig and auditing. But 
the work is done so miic h more cheaplv on a large scale that this 
dillic ultv tiiicl the expense entailed by it are more than offset. 

.\ glance at such a volume as the Siatistical Abstract of the 

K’Aunparc \'ol. II, Chapter .jp 
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United States, with its sinnmary of the number of establishments 
and volumes of tiansaetion in various kinds of business, shows 
instinctively which among them, for reasons of thi . sort, resist 
the tendency of conceniiation. The strictly manufai turing estab- 
lishments show the characteristic features of the modern move, 
ment. Tho the volume ol transactions becomes immensely greater, 
tlie number of establishments becomes less. So it is with the nianu- 
iacture of agricultural implements, of boots and shoes, of carpels, 

( hemicals, firearms, glass, cotton, woolen and silk fabrics, sewing 
machines. In those industries which purvey more directly to the 
consumer, or for other reasons must be near the persons with 
whom they have dealings, the number of establishments increases 
in proportion to the increase in population and the volume of 
their own transactions. Siu h are blacksmithing, carpentering, 
plumbing, printing, painting, and paper hanging. Here there is no 
marked tendency toward an enlargement of the size of the in- 
dividual establishment, still less any complete victory of great-scale 
production. 

SJ 3. The limitations of men’s faculties ex|>lain why large-scale 
operations do not make their way, even in manufactuies, with un- 
failing ( ertainty. What has been said in the preceding paragrajihs 
may seem to inijily that the transition to greater size takes jilace 
automatically. This is by no means the case. It depends on the 
energy, ambition, insight, of individual men. Every new machine 
and every cliange to larger scale involves risks, calls for planning 
and judgment, is de|)endent on some indivicluars initiative. If an 
indelinite number of individuals were capable of this sort of work, 
the march of progress would be faster and large-scale operations 
would make their way more surely and speedily. As it is, these 
c hanges wait on the impulse given by the comparatively few who 
have the capacity for industrial leadership. Time and again some 
such individual reorganizes his business upon a larger scale and 
with more highly developed plant and machinery. I'hen others 
follow his lead, and a whole industry is rapidly transformed. This 
has happened during the last two decades in the iron manufac- 
ture, especially in the United States and ui Germany. Carnegie 
in the former, Krupp in the latter, led the way in a remarkable 
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<!(*vclf)|jinc*iii . (?siially, however, the aclvaiiee takes place by nioic 
i4ia(iual aiul reMtan\e stejrs, like tlnrse iti the j^rowth of the size 
of (j(can steainsliips. The incliistrial revolution, as regaids its 
|)a( e, lias been in reality not a revolution but a slow and gradual 
c hang(*, dependent on the energy and ingenuity of individuals 
and liniiied by tlie scan ity of men possessing such qualities. 

I his human fac tor is usually ignored by the socialists and the 
( onsii u( tois ol utopias, d o them it appears that the increase of 
pioductive capac ity is a simple matter, and simplest of all in man- 
ulac till ing inclusiiies. Double cjr cpiadruple the scale of the indi- 
vidual establishment : shut up the small ones and transfer their 
vvoikmc u to those* ol huge* si/e — here is a ready way cjI increasing 
output and making matters easy for all mankind. It is part of the 
same utopian attitude that unending improvements in mechanical 
a|)pliauc c s arc* suiiposed to be an assured asset ol the future under 
any condition ol soc iely. I'lu* lac t is that great advanc es in tlie arts, 
whether they involve* Iresh invention or better management, or 
(as is commonly the c ase) invohe both of these lac tors, arise from 
incliyiclual initiative, individual calculation, individual leader- 
ship. In a soc ialistic slate, as under a rc^gime* of property, a funcla- 
mc*ntal epu stion will be how men shall be induced to sc hc*me 
and invent, to im|)rove and to perfect their fac ulties to the* utmost. 
W hat moti\es now move* nu ii thus to open the |xuhs of industrial 
advance, wh.it other motives may conceivably actuate them under 
clillc rent soc i.il conditions all this must be reservc*d for later 
(onsider.it ion. Under no oig.mi/ation of .soc iety is there any royal 
lo.id to boundless ini l e ase of produc tion. 

^ |. A new j)hase of l.irge sc ale produc tion, alrcxidv alluded to, 
has come to he ol gie.it and almost ominous importance during 
the* present generation. Perhaps it should be called large-.scale 
m.in.ige iiie iit r.ither th.in large sc ale production; sinc e it involves 
not so muc h .in iiuie.ise in the si/e of the individual establish- 
me*nts .IS the* combination under single management of several 
ist.iblislime*nts not gre*atly clilferent in si/e. It takes two forms, 
whic h m.iv be cleseriheci .is horizontal and vertical. 

Ilori/ont.il combination is the union under single management 

01 a number ol enterprises of the same sort. They are usually few, 



§4] LARGE-SCALE PRODUCTION 55 


and each is usually on a large scale. There is, to he sure, the strik- 
ing case of the chains of retail stores, where the individual estab- 
lishment had shown no marked tendency to enlargement under 
separate management, and still shows none under combination 
and large scale management. But the more common case is that 
where the size of the representativ^e establishment in an industry 
enlarges, the number of individual establishments shrinks, and the 
stage is finally reached where but a few survive — a dozen, perhaps, 
rhese then combine; not in the sense that one huge establishment 
supersedes the dozen, but that the dozen, while retaining their 
technical independence, are owned and managed as one. Tho 
large-scale operation may have reached its limit so far as the me- 
chanical apparatus of production goes, some gain may still be 
secured from united large-scale administration. A typical example 
is the American Sugar Refining Company. A modern refinery is a 
huge concern, costing a couple of millions of dollars, and putting 
out 10,000, even 15,000, barrels of sugar a day. Yet there arc 
limits to its size. Beyond a certain point, enlargement no longer 
adds economy in oj)eration. When an output beyond this cajiacity 
is called for, a second refinery of the same kind is erected, and so 
on until the total supply is provided. All these refineries, however, 
may be managed from one comnu)n center, with at least pos- 
sibilities of resulting economy. Their supplies may be bought in 
common, and distributed among them in such a manner as to 
insure continuity in operation and the minimum outlay for trans- 
portation. 1 his last factor, economy in transjx^rtation, is of great 
consecpicncc, wlierc the chief material (raw sugar, in this in- 
stance) comes from great distances and, being rapidly worked up, 
must be continually and systematically replaced. Machinery may 
be made identical, or "standardized,” in the different works, and 
its rei)air and replacement thus facilitated. These and other pos- 
sible economies may be offset, to be sure, in whole or in part by 
the inherent difficulties of large-scale management — notably the 
increasing difficulty of supervision. Experience and especially the 
test cjf competition can alone settle witli c ertainty whether the ad- 
vantages offset the disadvantages. 

Horizontal combination is typical of the so-called "trust.” The 
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motive for such union under single management is twofold. 
Partly it is to se( ure economy in management, but largely it is to 
put an end to (ompetition and l)ring about a more or less effective 
monojK)Iy. So far as economy is secured, the movement may be to 
the ijuhlir advantage. But if monopoly develops, it has public 
d/sacfvantage. I low far monopoly in fact is likely to result, and 
how f;u ( hciijH'ninfjr of production is in hict brought about, is still 
itiK i‘j tain; time ;ukI (^xpcrictu c alone (an show-. Hut it is clear 
that ill some rcspei ts at least, and for some industries, such combi- 
nation brings an (xiension of large-scale operation and concen- 
trated tnattagement. 

Diffetent in its (ssential features is vertical combination or, 
as it is sometimes called, the integration of industry, riie usual 
outcome of the division of labor has been that the several steps in 
ptoduc tioti uhich succeed eac li othc‘r in time have been conducted 
in independent establishnu'iits. But in some important trades 
there has a|)peared a tendency to unite such successive stages 
utidei single management. I hus the iron industrv, in the older 
h»Mn of organi/ation, was split up into a number of separate 
brandies. One jirodmei that is, a cajiitalist hiring and directing 
a group ol workmen < arried on ore mining, and (lis|)ose(l of his 
ore to other jirodiKcrs engaged in smelting it into pig iron. Still 
anotlier jirodiK t r similarly < ut the wood and converted it into 
c harcoal this in cailier clavs. when wood supplied the fnc‘l for 
iron making or, aftci coke- supplanted charcoal, mined the coal 
and made- it into coke*. I lu' pig iron maker, who had bought tlie 
ore* and the- luc*l, sold his product to the piiddler or steel maker, 
who m turn sold his bar iron or steel to the mac hinisl. the builder, 
the wile* maker. \c*iiical combination, or the integration of in- 
dusiiv. ap|)c‘ais wIumi all these successive steps are united under 
single* m.inagc nicaii when manv of these phases of iron and steel 
m.iking arc* combined in one great enteriirise. 

1 he I niteci Si.ucs Steel (iorporation carries out this sort of 
combination in a tvpii,d manner, and on an enormous scale. It- 
self a uiiion of previous combinations wide h had adopted the same 
nu'thod on a sc ale alie idv great, this corporation owns vast mines 
ot iron ore. of coal, and c.)f limestone. 1 he iron mines are situated 
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(iiicfiy on the shores of Lake Superior, the coal niii^es chiefly in 
Pennsylvania. A large part of the ore is carried to the coal, and 
smelted in the great iron-making district of which PiMsburgh is 
the center; but in part the coal is carried north and west, meeting 
the ore, to be smelted at various places on the Great Lakes. To 
transport these materials, the corporation has its own railways in 
the Lake Superior region and in the region Iroin Pittsburgh to 
Lake Eric; and it owns a great fleet of steamers and barges on the 
lakes. The pig iron, made in its own furnaces, is converted into 
steel of various shapes in its own steel mills. The further opera- 
tions of converting the steel into rails, structural and bridge 
shapes, plates and sheets, tubing, and wire are carried on in still 
other establishments. In no other industry, and nowhere else in 
the world, has vertical combination been conducted on so great a 
scale. 

The iron and steel manufacture offers an unusually tempting 
held for such combination, chiefly, it would seem, because of 
the concentration of the supplies of raw material — coal and iron 
ore. 'Those who, at any stage of rising demand, possess the mines 
of coal and iron, liave the whip Iiand in the situation; hence the 
manufacturers of the more finished forms of iron and steel have 
sought to gain control of the mines, by purchase or amalgamation. 
Tliis tendency has shown itself in some degree in Great Britain, 
and has proceeded in (iermany almost as far as in the United 
States. A series of superimposed establishments has now become 
the normal form of organization in the iron manufacture. 

Some tendencies of the same sort are found in other industries. 
The International Paper Company owns great tracts of 'spruce 
forest, cuts the timber and logs, floats them to its own pulp mills, 
and there manufactures the paper which is used in such enormous 
(quantity by our newspapers. The Harvester Company, already 
referred to, owns forests and cuts timber; it owns its iron and coal 
mines, and makes its iron and steel. The Sugar Refining Company 
owns its forests and makes its barrels. The Diamond Match Com 
pany owns and iminages large forests for assuring a supply of the 
wood best suited for the billions of matches which it annually 
turns out. The Goodyear Company operates rubber plantations in 
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ilic* tropics, and also cotton plantations in the United States, as 
well as textile mills in New Kngland and elsewhere, to produce the 
s|)e( iai (otton lahi ic needed lor the modern rubber tire. 

Other industries ha\'e shown a similar develoj)ment in another 
direction — in the marketing of goods. The usual arrangement is 
ior a separation between manufacturing and marketing. I he shoe 
manufac turer (ommonly sells his output to the wholesale dealer or 
“selling agent,” who in turn often sells to an intermediate dealer, 
the jobber, and scjinetimes directly to the retailer. Hut some shoe 
manufacturers have undertaken not only the making but the 
maiketing of their waies. They have established theii own retail 
shcjps. scattered in many cities over the country, and thru these 
deal directly with the cc)nsumer. Again, the American Tobacccj 
Company, by establishing its own retail shc>|)s in great numbers, 
likewise combined the distribution of goods with their produc- 
tion. 

Veitical combination and horizontal combination may go hand 
in hand. The American I'obacco Company attempted to combine 
all the establishments manufacturing tobacco lor smoking and 
chewing; and the extension of its operations into the retail dis- 
posal of its produc ts has been the outgrowth of the endeavor tc:) 
loiin and strengthen this all-embracing horizontal combination. 
The Steel Corporation owns many iron furnaces, many stee l mills, 
many tube works, many sheet-steel and tin-plate works, and thus 
exc*mplilies also the union of the two kinds of cc)inl)inatic)n. In 
(ieinianv, the StdJilwrrksxu^rbaud (Steel Works .Association) has 
formed a com|)ac l pool in the iron and steel maiud'ac tin e, tho one 
that dots not go the full length of completely unilied ownership. 
In (irCiit Britain, on the other hand, while manv large works have 
extended their operations downward tc^ the control of mines and 
upward to tiu* making of linished products, there is much less of 
hori/ontal combination: the several great enterprises go their own 
wav independently. 

I'he movement toward vertical combination is less widespread 
than that toward hori/ontal combinatic^n. The iron trade, which 
prc'senis so striking a case of the former, is after all an exception. 
1 he desire to secure control of a limited or at least concentrated 
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raw material, wlii( h has promoted the integration of the iroFi trade, 
has not alfected others in wliieh the soiirtes of raw material are 
more scattered. In the manufacture of cotton, wool, silk, or flax 
there is no indication of any movement for control <>l the supply of 
raw material or for widespread vertical combination in any other 
way. On the contrary, the tendency seems rather toward a minuter 
division. The textile industries in Great Britain and on the Conti- 
nent have always been split up into sej)arate industries to a greater 
degree than in the United States. In Kurope sj)inning, weaving, 
bleaching, dyeing, printing, are usually carried on as distinct 
industries. Hie tradition in the United States for a long time was 
lor the combination of several of these steps — especially spinning 
and weaving — into one organization; then, in the early years of 
the twentieth century, there w'as a movement in the other direc- 
tion. In the shoe manufacture, while there has been the market- 
ing arrangement just noted, and in some cases a combination of 
leather tanning with manufacturing, the trend does not seem 
to be toward great combinations of the vertical type, whether 
rea( hing backward to the supplies of material or forward to the 
marketing of shoes. The experimental and tentative character of 
this phase of industrial development is indicated by such differ- 
ences in trend — one way in the United States, the other way in 
Cheat Britain. It is all a matter of trial and error, judgment and 
venturing; there is no certain balance of gain, nothing fatalistic. 

Camibination, whether horizontal or vertical, is in part a result 
of the intensified competition which comes with the greater in- 
vestment of fixed caj)ital and the greater size of the separate en- 
terprises. But very largely it results from the discovery of the 
possibilities of organization. What are the limits to the size of the 
enterprise which can be managed as a unit? The single factory or 
shop, perhaps large, w^as supposed until comparatively recent 
times to represent that limit. But as the scale of industry has been 
enlarged, the operations have been systematized and subjected 
to more perfect control. The task of management itself has been 
subdivided. Separate persons are intrusted with the purchase of 
supplies, the sale of product, the maintenance of plant, the hiring 
and superintendence of labor, accounting and auditing. The 
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genius of men with great inborn capacity for business has led to 
ever-gi eater perfection of organization. Technological changes in 
aiK illai y industries have played an important |)art; the telegraj)h, 
the teleplujne, improved postal service have promoted large-scale 
management as they have large-scale production. Yet on the whole 
these striking (hanges have resulted mainly from the skill, jiulg- 
ment, and adminisnative capacity of the guiding individuals. 

None the less, the larger the scale of operations the more do 
its disadvantages appear, rhere is need for an expensive system 
of (ontrol — lor supervision, accounting, auditing, the effective 
prompting of energy and economy. 'The test of competition settles 
in the long run whetlier the great combination is the more 
ellK ient agent in produc tion. If it can produce more cheaply, it 
can se ll more c lu‘a|>ly and displace its rivals.^ 

Jij r,. Notwithstanding the wastes of competition, and the pos- 
sible economics of large-scale production, c competing esta!)lish- 
iiients hold tlic ii own over the greater part of the field of industry, 
rhere is no pic^sent prospc’c t that competition will be everywhere 
supj)lanted by combination and monopoly. 

I hat competition operates wasteful ly seems in some cases ob- 
vious. I he milk of a city, for example, is usually supplied by a 
number of dealers, eac h with his own set of c iistomers scattered 
irregularly ovc*r a large area. If all who lived in a given ejuarter 
were supplied by one dealer, a clear economy in delivery Avould 
be sec ured. If the whole supply for an entire urban district were 
under single large sc ale management, there would be a possibility 
of (heapc'uing the product still further aud (what in this case is 
speciallv important) of iminoving its cjualiiy. In this case compe- 
tition has SC) many disadvantages, and regidation is called for on 
so main grounds, that monopoly wc^idcl sc*em desirable as well as 
inevitable. In sue h things as groceries and foodstuffs, also, retail 
dealers overlap in similar wastefid fashion. Gommonly, too, the 
areas supplied by competing inanufacturers overlap. Advertising is 
in large part designed to induce a customer to turn merely from 
one dealer to another. If there were no competition — if one large 

' To this staionicnt of the automatic action of competition there are qualifications, 
considereil in Vol. II, Chapter 65, 3. 
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establishment supplanted ten small rivals — the same watits would 
presumably make themselves felt, the same purchases would be 
made, the expense of advertising eliminated, the goo^is produced 
and marketed more cheaply. 

7 ho some tendency is seen toward getting rid of the causes of 
waste, the tendency is not very marked. With the growth of great 
cities, large firms and companies have corae in great degree to 
control urban milk supply, yet with little indication that complete 
and systematic combination is emerging. In other industries, the 
great manufacturing “trusts” endeavor to avoid cross freights 
by making shipments from that one among their establishments 
wliich is nearest the point of delivery. But as a rule manu- 
facturers continue to compete and to ship in a seemingly haphaz- 
ard way. The same is true of retail trade, where all sorts of estab- 
lishments, great and small, vie for the customer and duplicate 
facilities in the traditional and apparently wasteful fashion.^ 

The waste, however, is less than it seems. C'ornpetition keeps 
every one keyed to a high pitch, nerves the shrewd and alert, weeds 
out the inefficient. Advertising is part of the mechanism of com- 
petition as well as of combination. Not least, competition leaves 
the jDurchaser some freedom; he is not subjected to the alternative 
of either turning to one single purveyor or else doing without. 
Even the most benevolent and considerate monopolist often be- 
comes exasperating; how much more so the ordinary trader when 
no longer spurred by competition! A choice as to what you would 
have, and when and ho^v you would have it, satisfies a deep-rooted 
human desire. But the consumer in the socialist state would have 
to accept whatever the all-controlling public managers put before 
him. The satisfaction which comes from freedom of choice ex- 
plains in large part the persistence of competition. 

^Compare, however, what is said below on monopolistic competition. Chapter i8. 
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^ I. Produriion is spread over time. I his fart dis}[ruiscd by the division of 
iaiKir. Increasing use ol plant and machinery in modern times. — 2. Pro- 
ducer's weahli and consumer’s wealth; capital. — Ca|)ital rests on a 
surj)lus. — ij.j. In what sense- capital rc-sts on saving. Hoarding contrasted 
with saving for investment . — ^ r^. Investment means advances to laborers. 
Inecjualiiy of |)ossessions in relation to advances. Middlemen for iiivest- 
ineiil and advances. — (i. I he: tn.iintenance ol capital, as well as its crea- 
tion, involves saving. — 7. Some cliliic iillies ol terminology. 

^ 1. 'riir. iip reasiMig c oniplcxity of the* division of labor and the 
glowing ii.si* of inac liinciy have added to the nnnihei of separate 
st.tges in production and to the length of time over which the 
whole pioccss is spread. Hence the gicater need ol a supply of 
‘ools and inatei iais, the* iinportanc e of c apital, the problems which 
»elate to owners of c a|)ilal and to the income from capital. 

Pioduc tiem is spread ove r time in anv soc iety acKancccl beyond 
the most primitive sa\agerv; and this not meielv (01 the several 
subdivided steps in produc tion but for pioduc t ion as a whole. 
I'hat agricuhure takes lime*, from the sowing ol tlu‘ seed to the 
reaping of the c roj), is obx ions. iUil the sowing is not the begin- 
ning. nor is the* reaping the* c*nd. I'he sc*c*cl must ha\e bec-n itself 
sown and husbandccl, and the tools for c idtix.uion must ha\c been 
preparc’d in advanc e. .After the harvest the grain whic h is reaped 
mav inclec'd be available for .satisfying human needs almost at 
onc e*: it is .so in a small, sell-contained communitv. suc h ;is we still 
see in a village of llindustan. But in the countries ol ;iclvanced 
i\ ili/ation giain is Cturied by rail or water to a mill. |)robably 
disi;int: tlicac* is ground into Hour; then carric*cl another distance 
to dealers: and liicdly. after a ('onsider;ible interval, put intc3 the 
hands of the consumer, bach of these steps not onlv takes lime in 
itse lf but rc‘c|uire.s ;ip|)aralus which has been made- in the past and 
has taken lime to make the railway or .ste;imshi|). the- Hour mill, 
the ware houses .mil shops of the middlemen, .\lmosi all the opera- 
tions of production involve first the procuring of materials from 
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nature’s resources, then their lashioning with the aid of tools and 
machinery. Let the reader but consider the mode in which the 
familiar articles of daily use have come into his liands — the cloth- 
ing and the footgear, the furniture and household utensils, the 
nooks and ornaments, the house in which he dwells — and he will 
see how long has been the series of operations, how intricate the 
division of labor for each one, and how extended the peiiod from 
the beginning of production to the linal attainment of the con- 
sumable or enjoyable article. 

This fundamental fact, resting on the complex division of labor, 
is yet disguised by that very division. The tanner who puts his 
leather on the market, tlie farmer wlio sells his llax, the iron- 
master who sells his steel or iron, exu h thinks of himself as market- 
ing a completed product. By the sale he gets money, and so the 
command of the enjoyable things he wishes to buy or of the things 
needed for continuing production. He never st()j)s to reflect what 
must further be done to the thing which he sells; how it must 
jxiss thru the hands of a long chain of producers and dealers before 
it reaches in consumable form those whose wants are finally satis- 
fied. 

In modern times, the most significant aspect of this element of 
time in production is found in the increasing use of machinery 
and plant of all sorts. Machinery, tho it may be simply a more 
intricate kind of tool, adds so much to the preparatory work that 
it has greatly accentuated the j)roblems that arise from the spread- 
ing of production over time. A factory retpiires a year or years 
to build; the machinery in it requires still more time to make. 
Many years are needed for constructing a railway; a generation for 
such a work as the Suez Canal or the Panama Canal. The factory 
and the machinery in it exist for the purpose of eventually turning 
out things to be used and enjoyed. The railway and canal facilitate 
the geogiaphical division of labor and serve to promote, thru a 
series of further steps which begin only when these means of trans- 
portation have been completed, the eventual abundance of things 
to be used and enjoyed. One simple fact illustrates how marked the 
tendency toward greater use of plant has been in the period since 
the industrial revolution began. The world s annual production of 
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iron has iniiltiplicci tenfold tlu* last half century, and hundredfold 
in the last ( eniin y.‘ lion is used solely (the exceptions are insignili- 
< ant) as an instruinent of production; it is the foundation of the 
material apparatus of civilization; it means plant, tools, ma- 
chinery. rhe enormous cpiantities of it which have been turned 
out in modern times signify an extraordinary increase in the con- 
strue ticjii of elaborate and expensive apparatus, and a correspond- 
ing extension of time in the operations of production. 

s:j li. If we were to take a cross section of the community’s pos- 
sessions at any given time, we should find them to be of the most 
diveise kind. I here would be, in the lirst place, such things as 
iiou oil* and steel bais, timber and wool and cotton, factcjries and 
1 ail ways and ships, stoc ks of all sorts in warehouses, tommodities 
uadv lor sale in tlu* retailers’ shops. And in the second place, there 
would be houses, furniture, clothing and food, in the hands of 
those* using them for the satisfaction of wants. dO the first set of 
things we apply the tei ni caj)ital, or produc er’s capital; the second 
se t we call consumei’s goods, or wealth that is not capital. I he 
lust set Nve* may speak of as unfinished goods, the second set as 
imishe*d and e*njo\<ible goods. For some pinposes of economic anal- 
ysis they are* similar, for other purposes dissimilar. 'Klie differ- 
ence l)e*l\vee*n them is essentially one of clc*gree, yet is so gieat as 
to justify a disc ine tioii.” For the present, we shall find it convenient 
to apply the term “capital” specifically to the first set — to produc- 
ei s capital. I he second set will be referred to as enjoyable or con- 
sumable or finished commodities; and only when speaking of them 
in those as|)c*cis and relations which offer analogic;s to the first, 
shall we relc r to them as consumer’s capital. 

‘ 1 111* wtulil's .imiu.il t»f j)i)4 iron was; — 

In iStMj 825,0043 tons 

tn j,75o.o(h> tons 

In iSjii 1 1 tons 

In njin C)o,5(H>,oo<» tons 

In 7(|.ooo,ooo tons 

In iji , 04 )o,o(>o tons 

- I lu* ililU’iriui' in is one as to tlic lime wlicn satisf.u ti4»n or utilitv accrues. 

I liaf ciiiic is coiinitonh ncaicr in the case of consumer’s j;<kh!s. aiul more liistant in 
ihe lase of piiHlucer's capital. Ca>mpaie what is said in Vol. II, (;hapiers 38 anti .fy. 
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Capital, then — producer’s capital — is not in enjoyable form; 
it is not now a source of satisfaction. It exists for the purpose of in- 
creasing consumer’s wealth. Its relation to enjoyable goods is two- 
fold. On the one hand, it may be said gradually lo “ripen” into 
such goods. On the other hand, it is a means of increasing their 
supply. 

It is easy to see that raw materials, as they are commonly called, 
ripen into finished commodities. Wool is converted by successive 
steps into clothing, grain into bread, stone and timber into a 
liousc. A process tlie same in essentials takes place with tools 
and machinery. Suppose a printing machine to last for one year 
only, being worn out and worthless at the close of the year. The 
books printed with its aid arc the product not only of the labor 
ajiplied to making the paper and other materials, and of that of the 
compositors and other workmen in the printing ollice, but also 
of that involved in the construction of the printing machine itself. 
If we suppose that one hundred books arc printed in the course 
of the year, the machine may be said to have ripened into so many 
enjoyable goods, and each of these may be said to have embodied 
in it one hundredth of the labor which was given to constructing 
the machine. The machine as such disappeared, just as the paj:)er 
and ink as such have disappeared; in place of all three we have 
the printed books. If the machine lasts lor ten or twenty years, 
the labor of constructing it contributes to making a much greater 
(|uantity of books, and a smaller fraction of the labor of construc- 
tion is embodied in each book. So of all machinery and all j)lant. 
It wears out sooner or later, and may be said sooner or later to 
ripen into goods that satisfy our wants. 

riie most important single cause of the abundance of consum- 
able goods, and so of the improvement in the material welfare of 
mankind, is found in those forms of capital which are commonly 
spoken of as fixed — in tools, machinery, plant. Clertainly this has 
been the most important cause of the remarkable advance in ma- 
terial welfare which the civilized countries have made during the 
last two centuries. P'rect a great cotton or woolen mill, a shoe fac- 
tory, a large sugar refinery or flour mill — take much time and ap- 
ply much labor for getting ready an elaborate apparatus — and 
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eventually yrni will seciue your product in greater abundance, and 
with less lalxn embodied in each unit. I'he making of machinery 
itself has illustrated this tendency as strikingly as any other branch 
of pKKluction. d'he manufacture of iron and steel, conducted on 
a great scale with elaborate and expensive plant, serves to turn 
out in ( heapness and abundance the metal indispensable for all 
the varied instruments of production. Locomotives, textile ma- 
( hinet y, agi i( ultural implements, not to mention the simpler tools 
oi the me( hanic, are themselves made with machinery. 

In Older that all this application of j>Iant may Avork smoothly 
and ellc'c tively, the supply of materials must also have been on 
a large* scale; and this again involves prolonged preparation. A 
gical iron furnac e, kept in blast night and day, year in and year 
out, takevs into its ma\v huge cpiantities of iron ore, coal, and lime- 
stone. Fhese, no less than the furnace itself, must be made ready 
in advanc e. So the textile mill recpnies its wool 01 cotton or silk, 
the shoe iac loiy its leather, the rc‘hneiy its raw sugar. Thru all the 
complicated operations the trend is the same; elaborate |)repara- 
tion, produc tion spread o\er time, imic h ca|>ital, e\entual plenty 
and chc*apncss ol the consumable goods. 

In ordc'i th;u there shall be capital and time-using pro- 
(iuc tion thc*rc' must ha\e been at .some p]c*\ ious j)ei iocl a .N7/rp//cs. 
d he more of c apital there is to be, the more must there l)e a sur- 
plus to draw on. 

In the very c*arliest stages of the formation of c'a|)ital, that .sur- 
plus showed itse lf in the iac t of spare time*. I he first rude imple- 
ments of stone and bron/e must have been fashioned during hours 
when laboi did not nevd to be given for the sat isfac tion of impera- 
liNc wants — an hen there Avas a c hanc e of doing .something else. 
What motives mav have inlluencccl man during this stage, and by 
what c hanc e the first tools were hit on, Ave c annot guc*.ss. Possibly a 
mere instinct of contrivance Avas the moving force. A reasoned 
understanding of the gain from having tools and stipplies must 
have set in at an carlv stage. 'Lhe choice under the simplest c condi- 
tions is between the present and the future — betAveen idleness or 
amu.sc-nu nt for the moment and provision for future needs. 

The greater the surplus, the greater the time and labor Avhich 



§ 4 ] 


CAPITAL 


67 


can be given for future needs. When the arts are at so low a stage 
that little is produced beyond the bare necessities of existence, 
provision for the future can be made only on a scanty scale. On 
the other hand, the very scantiness of capital is an obstacle to the 
effectiveness of labor and so to the existence of any considerable 
surplus. During long ages mankind was thus in a position of dou- 
ble difficulty. Without capital the productiveness of labor was 
meager, and yet with meager productiveness of labor there was 
little possibility of creating more capital. 

It is not to be understood that the slenderness of the surplus 
stock was the only obstacle to the creation of capital. Ignorance 
of natural laws and of the possibilities of tool making, indifference 
to the future, were no less important. But without the surplus 
the very foundation for building up any effective apparatus of 
production was lacking. Here, as often, the first step was the hard- 
est. Once man had become possessed of some capital the pro- 
ductiveness of his labor became greater and thereby the creation 
of still more capital became easier. 

§ 4. In the preceding section capital has been spoken of as 
made or created. But capital is also said to be saved and accu- 
mulated. Both expressions are permissible. If we think of one 
person or set of persons as being alone concerned with the several 
steps by which capital comes into existence, we can see that this 
person not only provides for the future by saving but also uses his 
surjdus in shaping tools or getting together materials. In a society 
having an elaborated division of labor, the two things are rarely 
done by one person; that is, they are rarely done together by one 
person for any given item of capital. A machinist may save, but 
there is no connection between his present savings and his present 
work on the machines. It is the previous savings of other people 
that made possible the materials and the machines as he finds 
them. When all incomes and expenditures take the form of money, 
savings are made not by putting aside things in kind for one s 
own use but by putting aside money for future needs. On the 
other hand, tools and other apparatus of production are made for 
the market by persons who are not consciously providing for the 
future. They are then bought by other persons who wish to 
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“invest.” riic pHuess l3y which these se|)arate steps are made to 
hrin;^ about their joint result in the modern organization of in- 
dust ly deserves carelul consideration at this stage; more will be 
said about it as we reach the topic of interest on capital. 

Saving may take the form of simple hoarding. I he miser who 
|)uts away a store of ( oin, saves and provides for his own or other’s 
needs. But no addition to the apparatus of production results frotn 
su( h saving. Where pioperty is insecure, from the rapacity of a 
despot or Irom the leebleness of a government unable to protect 
against loreign invadeis, hoarding is sometimes done on a large 
scale. In British India, during many (enturies preceding the 
British occupation, bcjth these causes of insecurity existed. Hence 
pc isons who had means put them laigely into the form of specie 
and jewc‘Is. attic les having muc h value in little bulk and capable 
ol being hidden ot cairied away. The Furopean aggressors of the 
sc‘\enteenth or eighteenth century found great stores of such 
wc'alth in llindustan. not because that country had rich mines 
but because* the* people had attained a considerable civilization 
and prosperity and had hoarded long. Notwithstanding the peace 
and security whic h British rule has long maintained, the habit of 
putting acc umulaiccl means into this form heis continued in India 
to our c)\vn time*. In fiance, lor a long period preceding the 
french Re\'olution, the peasantry — those among them, compara- 
tively few, who had anything at all in the way of a surplus — put 
away coins one at a time, hidden in the c himney or garret until 
enough had bc*c*n ac c vmmlateci to buy a scrap of land. Fear of 
spoliation and ignorance* ol other ways ot doing anything with 
the money caused their saving to take the form of hoarding. No 
addition to c apital was thereby promoted. Nor was there any addi- 
tion to c apital even when the accumulated coins were biought out 
lor the pure hase of land. I he noble from whom the purchase was 
made probablv Irittered away the proceeds, and the only immedi- 
ate result ol the peasant’s accumiilaticm was the transfer of land 
Irom one hand to another. Such practices continued in France 
alter the Revolution and indeed thru the nineteenth century. The 
Franco (ierman war of 1870-71 and still more the World War of 
H)i.j-i8. leading as they did to enormous and widely diffused 
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public borrowings, finally made a great breach in the peasants’ 
habit of putting aside hoards of specie. 

The great bulk of saving, however, takes in modern times the 
form of investment. Contrast the process of hoarding with what 
happens when money is jnit away in a savings bank — an operation 
which we may select as typical of the process of investment in a 
modern community. The person wlio leaves his cash with the 
savings banks commonly thinks only that it is safe, and that he 
is paid something as interest on it. But the cash is not kept in the 
coffers of the institution. A small fraction only is retained, to meet 
possible calls of depositors who wish to make withdrawals. Almost 
all of it is lent out to j)ersons who use it for making a profit. Now 
profit arises in the ordinary course of things from the operations 
of production; and the person w^ho borrows money uses it for the 
purchase of things needed in production. He may be a manu- 
facturer who erects a building, buys machinery and supplies, hires 
workmen. He may be a merchant who buys commodities from 
the manufacturer and carries them one stage further in the suc- 
cessive stages which l)ring them at last to the consumer. Every 
person wdio directs jwoduction — such as the manufacturer or 
merchant — uses a large part of his means in buying materials or 
tools or stores from producers of a previt^us stage, so recouj^ing 
these for the outlays they have already made. "Ehe mc:)ney means 
which are put at the disposal of the business class as a whole arc 
the most important part of the mechanism for adding to the con- 
crete apparatus of production.^ 

§ 5. The fundamental fact in this elaborate mechanism of sav- 
ing and investment is that advances are made to laborers. One 
set of persons puts aside money means; thru various channels 
other persons are given command of tficse money means and use 
them to set laborers to work. Here, again, the division of labor 
betw^een those who carry on the successive stages of production 
conceals the essential nature of their operations. A manufacturer 
spends only a part of his means upon hiring laborers directly; the 


^This must be taken as a preliminary statement. There is much more to be said 
about the relation between saving and investment in the operation of banks other 
than savings banks, and indeed about the whole capitalistic process. 
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rest lie uses in buying plant and materials and in the other ex- 
penses of production. Hut tliose materials were themselves fash- 
ioned by laborers to whom another set of advances had to be 
made by a previous capitalist. The wholesale or retail merchant 
hires ( omparatively few laborers — only a set of clerks and a porter 
or two. Hut by his purchases of goods he recoups the advances 
of a long series of preceding employers, and he himself is con- 
( cined only with the finishing touches in the whole process. Look- 
ing at the operations of capitalists and employers as a whole, and 
analyzing the outcome of the division of labor among them and 
their workmen, we find that all capital is made by labor, and all 
tiu* o])erations of the caj^italist class are resolvable into a succession 
of advaiKcvs to laborers. 

riiese advanc es, just sjioken of as money turned over to labor- 
ers, consist ultimately in a provision of commodities for their use. 
riie money is but the medium whereby laborers get command of 
the commodities whic li they buy. Tlicvse commodities — things to 
eat, to wear, to give shelter — are in the last analysis what the em- 
ploying c lass haiicls over to those whom it employs. Some of the 
advances were made in the jiast and are represented now by plant 
and materials still in use. of which the full ecjuivalent has not 
yc*t been reproduced in linishc*cl form. Sonic* aie made from day 
to (lav, in the* course of c urrc'iit c^iperations. I'he tvhole c)f existing 
( aj)ital may thus be dc'sc ribed as a great accumulated surplus which 
has been used and is being used for maintaining labor while 
pro\ isiou is made for the future. The prot c*ss of setting laborers 
to work ill the initial stage's of production is going on all the 
time*; similarly the procc*ss of bringing artic les to the final stage of 
consumable form. 

riie wide separation, in modern societies, of the two acts need- 
ful for the c I c ation of c apital — ^saving and the application of 
labor — is niainlv the result of inec|iiality. Persons of the well-to-do 
c lass have a considerable surplus cner current needs and save with 
< (*mparative cMse. Fliev own most of the apparatus of production. 
Hut in our modc'rii soc ietic's the great majority of men are not of the 
well-to do c lass and have little in the way of a surplus. They have 
small accumulations, and are mainly hired by others in carrying 
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Oil the operations of tinie-consiiming production in making and 
maintaining capital. No doubt some savings are made by tlie 
working classes, and thru the agency of savings banks and similar 
institutions these savings have increased rapidly, but while abso- 
lutely considerable, they are no large proportion of the total accu- 
mulated means. The greater part of the capital owned and main- 
tained in modern communities arises from the savings of the 
comparatively small number of the more fortunate classes. 

A chain of middlemen commonly connects the individual who 
saves with the laborer to whom advances are made. The em- 
ployer himself, tho he almost always uses some means of his own, 
usually is a borrower. He borrows, however, not from the savers 
directly but from their various agents and representatives. The 
savings bank, for example, collects surplus sums from individual 
savers, yet often deals with the employer of labor only thru brok- 
ers and other middlemen. It buys stocks and bonds from the brok- 
ing and banking firms. Such firms issue them after long negotia- 
tions with the persons undertaking the oj)erations to which the 
whole series of transactions is in the end directed. Bankers are the 
typical intermediaries; their essential function is to direct the 
stream of available money income into one direction or another, 
and to put into the control of employers the means for setting la- 
borers to work. Life insurance companies, whi( h collect funds put 
aside by many individuals in order to provide for future needs, 
are among the great modern agencies of saving. lake the savings 
banks, they commonly make their investments not by direct 
loans to employers but thru bankers and other intermediaries 
who take the first risks of production and aim to bring the investors 
a secure return. In modern times there has been a great develop- 
ment of the class of middlemen who intervene between the in- 
vestors and the active managers. There have been great possibilities 
of profit for those middlemen, great possibilities of abuse in posi- 
tions of trust, but also great effectiveness in collecting and invest- 
ing the savings that underlie the enormous growth in the total 
capital of modern communities. 

§ 6. Not only the creation of capital involves labor and saving; 
its maintenance does so also. 
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All forms of material wealth wear out in eourse of time. Some 
sorts of (ajiital are indeed very durable, such as irrigation dams 
and graniu* do( ks. Some last a considerable time, as buildings and 
machinery. Others are used up very tjuickly, as the coal which is 
burned under the boiler. All need to be replaced as time goes on; 
some slowly, in proportion as they last long; some quickly, in pro- 
portion as they are rapidly used up. In order that the existing ap- 
jjaralus ol prodmiion may be maintained a certain amount of 
labor must steadily be given to its renewal and replacement. This 
labor must be supj)orted, and its support means repeated demand 
upon surplus and savings. 

1 he manner in which this takes j)lace may be illustrated by 
the de|)re( iation account which aj>pears on the books of every 
manida( tin ing entei prise. "I he manulacturer knows that his ma- 
< hinet y wears out and that, if his capital is to remain unimpaired, 
h(‘ must set aside something annually to replace it. Not only 
does his machinery wear out; in a period of ra|)id improvement 
and invention like our own it may fast become antic|uated, and he 
must be prepared for the possibility of having to discard it even 
bc lorc* it has ceased to be workable. If we assume that its life is 
ten years, he must set aside annually something like one-tenth of 
its value; to put it more exac tly, he must put aside such sums as, 
invested and compounded, will make up the value at the close of 
the decade. II he is to secure a permanent prolii, he must reckon 
these amounts as |)art of his ex|)enses. Vet in the first instance the 
amounts are so muc h surplus, available lor ex|)endiiin e even tho 
not expec ted to be* used for c urrent expenses.^ Fhey are presum- 
ably used lor |)urc basing new apparatus to replace that worn out 
but are not necessai ilv so used. 

Coinmonlv. capital is maintained intact; not in the sense that 

' 111 |)i;utiir. clu’ .ulual sot ini; aside of money, and ils investment over a term of 
\e.iis as a separate tiind touard depreciation, is piobabiy rare. I siially, a sum is each 
\eai debiteil on the l>ooks against earnings, for depreciation. On the other hand, one 
<»r another item of plant is renewed or repaired each \eai — the whole does not he- 
(ome useless at one fell swoop -and the stuns spent for replacement are charged 
•igainsi the depreciation account. In anv given M-ar. more or less mav he actually 
s«» Npeni than is legnlailv set asitie for depreciation. If less is spent, and the deprecia- 
fi»»n bind aicunndates. it i> often used, in a profitable enterprise, for putting in 
ailditional machine! v or improvements— it is invested in the plant rather than for 
the t)I.int. ^ 
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the same machinery or materials are maintained indefinitely but 
in the sense that, as they wear out, other machinery and materials 
are regularly produced to take their place. The surpluses which 
are put aside to balance depreciation are again invested either in 
the same enterprise and the same kinds of instruments or in 
some other way. The habit of saving is strongly intrenched among 
the well-to-do. Spendthrifts are rare, and such wasting as docs 
occur is more than balanced by the fresh accumulations of new 
savers and investors. Consequently the making of new capital — 
of materials, machinery and apparatus of all sorts — goes on con- 
stantly. The persons who in the established division of labor are 
engaged in the machine-making trades have a well-founded ex- 
pectation that the apparatus which they produce will be bought to 
replace that which has worn out. The manufacturer finds new ma- 
chines ready at his command. Under the division of labor pro- 
vision is constantly made for anticipated needs, and among those 
needs that of replacing capital makes itself felt. 

The repair of capital, as well as its complete replacement when 
worn out, calls for the recurrent exercise of saving. Some kinds 
(^f apparatus must be touched up a little from day to day in order 
to be in good working order. Such is the case with the roadbed 
of a railway, which needs almost hourly attention and would be- 
come quite unusable if neglected for a few weeks. The locomotive 
of a railway, again, is subjected to constant heavy strain and needs 
to be sent to the machine shop at fre(iuent intervals, until finally 
after perhaps a generation of alternate using and patching it goes 
to the scrap heap and has to be replaced with a new one. l"hc con- 
tinued maintenance of capital by operations of this sort means the 
steady application of labor hired, thru middlemen in a successive 
series, by persons who mean to keep their capital intact. 

§ 7. In closing this chapter something is to l)e said on some mat- 
ters of terminology and definition. Here as elsewhere economists 
are perplexed by the fact that they have taken over from every-day 
speech some terms for (juasi-technical use in their discussions, 
which arc used familiarly in various senses with oidy the context 
to indicate just what is meant. Such terms arc hoarding, saving, 
investment, capital. I state here in what sense they have been used 
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in this chapter and thruout this book, aware, however, how 
easy it is for any one to slip inadvertently into other meanings and 
connotations. 

By “hoarding” is meant in these pages the putting aside of 
money (or jewels and the like, easily convertible into money and 
easily stored) with no expectation and intention of using them 
either for investment or for expenditure on consumer’s goods. 
The motive may be excessive precaution against possible needs 
over a long perir)fl of time; or it may be tlie mere satisfaction from 
|)ossessioii, a miser's gloating over the hoard, a state of mind which 
in older psy( hological speculations was sometimes classed as an 
“instiiKt” but is hardly more than an association of ideas. For 
the purposes of the later consideration, in Book III, of money 
and monetary |)rol)lems, sums hoarded are to be regarded as taken 
oiit of the money stream, and for the time being as quite outside 
the ( irculating medium. 

“Saving” is the |)utting aside of money with an eye to its use 
within a not distant time. 'The difference between saving and 
hoarding is only one ol degree; but it is none the less an important 
one, and one usually indic ated with dearness by the context. Some 
saving may be merely lor convenience — the cash which one keeps 
in oiU‘'s po( ket for use at any moment, and the balance one keeps 
at the bank for similar early use. How fluctuating is the amount 
ol this sort ol saving by any one person, how various the length 
ol lime a given sum is kept, how changing are the habits and tra- 
ditions ol individuals and of groups and class — these are familiar 
matters. Dillerent is the saving for eventual permanent commit- 
mc‘ni the kind of sa\ ing that is most important as regards capital 
and the giowth of capital. It may be for the eventual purchase of 
an item ol consumers’ capital — a house, a motor car, a piano. It 
mav be lot what is commonly called “investment,” looking to a 
periodic continuing income over a Ic^ng stretch in the future. It 
is the last to wide li I shall irv to confine the word “saving.” 

I lie word that gi\c‘s the greatest trouble is “investment.” A 

diciionarv meaning is the use of money — the spending of it in 

the sense* of acejuiring something which will yield an income in 
the wav ol interest 01 prolii. In this chapter it has been used to 
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mean a particular way of applying savings — expenditures that 
lead to the making of “real” capital, physical capital, the concrete 
instruments of production. It must be admitted that we commonly 
speak of investment in the monetary sense — the mere purchase of 
securities or other evidences of ownership which arc expected to 
bring an income, with little attention or c\en implication as re- 
gards the meaning or outcome of such pun bases for the physical 
equipment of the community. It is the building up of the physical 
instruments that has been the main theme of this chapter and is 
meant by “investment” as here used. Unfortunately there is no 
word in the language which specifically means the operation of 
adding to “real” capital, as indeed there is none which refers to 
physical capital as distinguished from capital in terms of money. 
Being sceptical about any advantages to be gained from newly 
invented terms, I have tried to use the familiar word investment 
to signify the process of making the physical things. It is this out- 
come of savings which I shall try to keep in mind when speaking 
of “investment.” 

Second, I have had in mind thruout, when speaking of physical 
capital, the physical instruments made by man , — not land or other 
natural resources provided by nature. Whether the word “capital” 
is to be applied to the latter is again a matter on which there is 
diversity of usage in common speech and in the writings of econo- 
mists. It is best left for ( onsideration at a later stage.^ 

1 In Vol. II, Book V, especially Chapter 47. 
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ij I. Parrncrships and (orpoiaiions. Eiinitcd liability. Corporations from the 
It^^al point ol view and from the economic. — §2. Advantages from cor- 
porate organ i/at ion. Large scale operations facilitated; new and venture- 
sonre irrvestrrn rrts prorrtoted; stimulus to savings and investment. — § 3. 
Ease ot trarrsfer ser ve s to divide risks and so promote investments, and to 
biirrg control irtto capalile hands. But it leads to great evils. 

v:^ I. I IN grow ill ol large-st ale operations lias caused a great 
(U‘veIopineiu ol (oinhiiiccl ac tion by promoters and managers on 
the one liand and by inxeslors on tlie other; that is, by those who 
guide produc lion and those who own the apparatus of production. 
/\s.so( iai ion by (he inannal laborers themselves for the conduct of 
|)iodu( iion is a dilleieni thing. It might conceivably be an impor- 
tant and e\c‘n dominant form of industrial organization; but in 
lac t it is not.' I he lorm wide h is more important than any other in 
(he modern woild is tlu‘ association of ca|)iialist owners and man- 
agcTs in the* business c 01 poi ation. 

I he simplest lonn ol ;isso( i.uion by sue h persons is the partner- 
ship ol (WO or moK' persons. I he distinguishing mark of the part- 
neiship in the eve* ol the law w;is originally the joint and .several 
liability of the partners lor all debts, and this still rcanains in mexst 
cases. I ac h ol the* i)ai tilers is li;d)le individirtlly and without limit 
loi all cic-bts ol the In in. .V c reditor, if his c hiim is not met accord- 
ing to stipulation, may levy on any one of them and mav secure 
the full amount ol his debt from that one. Vhv mode in which the 
p.utncrs then settle the distribution of the obligation among 
tlu nrsc hcs is a matter with which the creditor need not concern 
hinrsell. 

A characteristic mark ol the corporation on the other hand is 
liinitc'd liabilitx. I he* sexc tal a.ssoc i.ited persons contribute tc3 the 
undeitaking. in the lorm of a stdisc ription to shares or capital 
stoc k, a gi\en sum. I he li.ibilitv of c*ac h for debts is then limited 

LSrc wh.jt i> saul in \<>l. 11. C h.jptrr (»i. of ccx'ipcratioii by wnrkingincn. 
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in proportion to his subscription. llsuall\ it is limited to the 
precise amount subscribed. When they have once paid tlvat sum 
in full the par values of their shares — they can he called on to 
pay no more. Occasionally there is a different lia\»dity. Vor exam- 
ple, in our national bank corporatioiis of former days the liability 
was double; the shareholder might be called on to pay not only 
his original subscription but (in case of need for meeting debts) 
as much more. Some limitation there almost ahvays is. In the 
United States (almost without exception) a shareliolder in a 
corporation is not liable, as is a partner, to the full extent of his 
means. 

The legal distinction betweren a partneiship and a (orporation 
does not run parallel with tliat which is significant for the purposes 
of economic study. For the economist, the important distinction 
is between an association of a very few persons, well known to each 
other and actively engaged in the undertaking, and an association 
of a considerable number of persons, strangers to each other and 
generally investors not closely concerned with the management. 
Size, tho not necessarily significant, yet distinguishes roughly the 
two kinds of economic organization. It is true that many corpora- 
tions are small, some partnerships large, but usually the (onduct 
of operations on a considerable scale and with a considerable num- 
ber of participants is in the corporate form, while partnerships 
usually confine themselves to more moderate undertakings. 

In modern times the legislation of English-speaking countries 
has greatly modified the sharp distinction whi( h the law formerly 
drew between the partnership and the corporation. The strict 
rules of the older common law made the partnership a cumbrous 
form of organization. It had to be wound up (jii the death of any 
partner and it was in other ways hampered in continuity of opera- 
tion. Accordingly statutes have permitted partnerships to have 
some of the characteristics of corporations — continuing existence, 
inactive members, some limitation of liability. On the other hand, 
corporations have been allowed to enter on all sorts of industrial 
fields which formerly were shut to them. Originally, industrial cor- 
porations were authorized only where some spec ial public interest 
was supposed to be involved; as in ilie case of the great companies 



78 rnK c)R(;a\iza T ioN of production [Ch. G 

for lf)icigii trade in tlic scvcntcciitli and eighteenth century, of 
hanking ( orjKJiations, and in later days canals, tur npikes, railways, 
and tile like. But the (onvenience of this form of associated action, 
((mijjared with the ( unibiousness of the partnership, caused a 
giadual extension (jI its field, until at present any and every sort 
ol industrial enter prise may be conducted in corporate form. 

1 he < onserjiieiK e is that many business corporations are of 
small si/e, owned and managed by a few individuals whose rela- 
tions to ea( h othei are stdistantially those of partners. The choice 
between a (oiporation of this sort and a partnership of the older 
type is olten determined by the peculiarities of the law in the 
place ol action, by its lax methods, by its legal procedure. The 
I unckirnentai distinc tion of limitation of liability has ceased to be 
of vit.d importance'. It is true that a partnership with unlimited 
liability may be ex|jec:tecl to enjoy better c redir. since those who 
lend to it ha\e more to tall bac k on. Hut credit in modern times 
depc'ticls \er y muc h on the personality and business repute of the 
borrowers; or, if there be cpiestiorr as to their business standing, 
it depends on the direct pk'dge of property. Fhe other conven- 
iences ol cor por ale organi/alion outweigh any disadvantage on the 
score of c redit. Hence “Smith Jones, Incorporated,” cir “Smith 
.V Jonc's, I.irtrited, or the “Smith R: [one's Uornpany,” suj)ersede 
plain “Smith Jones”; Imt this change in the legal form of or- 
gani/ation is of little economic consecjuence. 

\ery cliflerent, to ie|)c‘at, is the economic significance of what 
we may call the true corporation. Here there are riianv sharehold- 
ers, clirec tors selec ted Ironr among them, and managers c hosen bv 
the clirec tors irr other words, a c IcMr separation between owners 
and managers. I his is the sor t of organi/alion chiefly found when 
produc tion t;rkc*s place on a very large scale. 

In oirr own time, and in the United States, many people asso- 
c iatc* with the tei rir ' cor poration” something still cliffeient; not 
onlv divided ownership and large-scale o|)eratic)ns but special 
public irnpcM tanc e. 1 hev think of corporations as ha\ ing a rnorrop- 
olv {rower . and therelor e free irliarlv subject to public r egrrlation. 

Ihrblic service corjrorations” are sjioken of as if thev were the 
corjrorations. \\ hether there is a dear line of distinction between 
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the so-called “public” corporations and the others and whether 
large-scale operations in themselves bring monopoly and public 
responsibility will be considered in another place.^ For the present 
we are concerned simply with those aspects of cen porate develop- 
ment which have to do with the growth of large-scale production 
in modern times and with the modern mechanism of saving and 
investment. They appear not only in corporations of the “public 
service” kind but in others which arc commonly regarded as hav- 
ing no special duties or relations of a public sort. In the following 
sections we shall consider “corporatic^ns” in the sense indicated 
above — those which operate on a large scale, which have many 
shareholders, and in which investors and managers are clearly 
separated. 

§ 2. The advantages of the corporation for the development of 
industry have been gi eat. 

In the first place, large-scale operations have been facilitated. 
Many modern enterprises require so great a capital that no indi- 
vidual could supply it. In some of tlie older books on economics 
it was said that such entcrpri.ses could be undertaken only by the 
state and hence mere si/e was regarded as a criterion for public 
management of industry. This reason for resorting to public man- 
agement can now have no force. Tho no individual or small group 
of individuals be able to furnish the funds needed, the corporate 
combination of numerous individuals can supply the means for 
any undertaking, however large. 

Limitation of liability has been an important factor in promot- 
ing large-scale operations under corporate organization. Every 
enterprise involves risk, especially in its first stages. Wliere the 
enterprise is large, the amount risked and the consequent liability 
are correspondingly large. If each individual who took shares 
were liable for debts without limit, as a partner is, investment 
would be checked. Occasionally it has happened that a great busi- 
ness, conducted in essentials under corporate form but without 
the legal safeguard of limited liability, lias met reverses and failed. 
Each shareholder has in such a case been subjec t to levy for all 
his property. Thus when the Glasgow Bank failed in 1878, hun- 

^See Vol. II, Chapter 65. 
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(iicrls of Mijall sharchc^klcrs in Sc(^tl«'ind were ruined because each 
was liable for the debts without limit. Probably few of them were 
< learly awaie of tliis possibility when they became owners of their 
shares. The j^taieral j)ra(:ticc of strict incorporation and consequent 
limitation (if liability had put them off their guard. If experience 
like tlieiis wete fre(|tient, it would not be possible to gather the 
( apital lot large etiterprises by contribtitions from many scattered 
individuals. 

Flirt Ik*!, new enterprises, both large and small and especially 
those which arc large, have been j>romoted by the limitation of 
liability. The progress of invention in modern times, the diversi- 
li( ation of industry, the iiu lease of prodm live power — all this has 
taken |)la(i* by sn<((ssive ventures, each of which meant at the 
outset uncertainty and risk. It is comparatively easy to induce a 
pc‘ison to take a few share's or even a good number c^f shares in 
a novel nndc i taking presenting possibilities of pr ofit: but if par- 
ticipation involves also the possible loss of his entire fortune, he 
will be* slow to join. Sue Ir a great risk will be taken only if the 
possibilities of profit he very grc'at indec‘d, that is, if the prices of 
the* commoditv or sc i vice in ({iic'stioii promise to be high enough to 
vield an e\(e|)tional piolit. limitation c^f liability and consecpient 
readinc'ss t<» invest in venturesome operations mean rrot oirly that 
more such operations will be carried on but that the community 
will gc*t the output on be t ter terms. 

Probably most important of all the ways in which corporate 
oigani/ation has promoted the development of industry has been 
the case (»f investment and the consecjuent stimulus to saving and 
the making of capital. In the eighteenth century almost the only 
possibility of investing in sec urities was thru the purchase of public 
obligations: and these, tho they meant investment by the individ- 
Uiil, usu.illv brought no inc r cMse in the community’s capital. Mer- 
c hants and persons in ac tive business coidd indeed manage the 
invc’stment ol their sur plus means in fac tories, warehouses, ships, 
and the like. But the investor pure and simple coidcl not turn to 
thc iri. II he did not buy government securities, he had little choice 
except to buy and imjrrove real property. Real property is not 
ilivisible into convenie rrt shares, and involves a good deal of man- 
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agement and not a little risk. T he modern ser in iiy market on the 
other hand offeis an almost limitless lield lor the investment of 
savings, great and small. Railways, faetoiies, steai^.iships, mines — ■ 
all are conducted under corporate form, and corpi>rate obligations 
representing them can be bought at a moment’s notice by any one. 
Savings have been made liquid, so to speak, and can How with 
ease and in any desired volume wherevei there is a prijspect of 
their advantageous use. The case of investment in corporate enter- 
prise has stimulated savings: by a reciprocal inlluence, the un- 
ceasing accumulation of savings has made possible an immense 
increase of real capital under corjiorate management. 

§ 3. The ease with which shares c an be transferred from one 
holder to another and the conseipiences of easy transfer are among 
the most important aspects of corp(»nite organization. This ease 
of transfer is by no means essential to corporate organization. 
Quite conceivably those who have embarked as shareholders in a 
company might bind themselves to stick to it for good or ill. Some- 
times transferability is in fact guarded or restricted in corporations 
of moderate size, being allowed only with the (onsent of the other 
shareholders or with an option of pint base by them. But in the 
large concerns it is almost always unrestricted and is commonly 
thought of as a natural and necessary part of cot porate organization. 

Transferability, like limitation of liability, has some advan- 
tage for the community in that it makes possible a greater division 
of risks. A person who has invested by taking shares in a given 
corporation is not thereby committed to the bitter end. If he does 
not think well of its prospects, cjr comes ac ross some opportunity 
which he finds more promising, he can sell his shares to another 
person who has a better opinion than his own of the original 
venture. Ease of sale in any set of business dealings facilitates ven- 
turesome operations and permits them to be carried on at a smaller 
margin of profit.^ It is so with sales of securities and speculative 
operations on the stock exchanges. The essential advantage of such 
transactions for the public is that they operate as a sort of insurance 
against risk, and so stimulate investment, especially in new enter- 
prises. 

* See Chapter 11. 
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i lansfcrability of shares sometimes has another advantage. It 
may hiing (iwnership and control into the hands of the shrewd 
and competent. Those who judge i>est c^f the prospects of an enter- 
]>rise and who exercise influence intelligently toward its skillful 
management buy out those who are less shrewd. Good judgment 
is perhaps the most important quality for success in business oper- 
ations, and tells immensely both for an individual’s money-making 
and for the efiicient utili/ation of the community’s labor and 
(apital. VVdiether the reward winc:h such judgment secures, often 
so large and so cpiic kly won, is in proportion to the services ren- 
dered is an open (|uestion. Hut judgment does tell immensely for 
the efiic ient eondiK t of industry and transferability of corporate 
shares aids in making it tell. 

'] I aiisfei ability, Jiowever, has had consecjuences that are clearly 
not benefit ial. The sense of association for common ends has vir- 
tually disappeared among the shareholders of the modern cor- 
poiation. riio it persists more or less in the c losely owned family 
(oi pot ation (the (juasi-partnership) , it is gone where the holders 
are many and scattered. Kach looks out for himself and deserts 
the venture in case of expected loss as a rat deserts a sinking ship; 
or, if he expects a gain, cjuickly gathers in from his associates a 
laigei number of shares for his own profit. To sell out when the 
alfaiis of a c oi |)oi alion are going badly, to buy in when they are 
going well, is the lu-ighi of business ac umen. This is cjuite incon- 
sistent with the original notion of a joint venture for common 
|)i()lit or common loss; but it is not for a moment thought of as 
violating anv pi inc i|)le of morals or of fair play. It may bring the 
acKantages just mentioned: the constant buying and selling lessen 
lisk for the individual and make for control by the shrewd and 
able. Hut it is among the phases of individualism that bring a 
shoe k to a nic e moral sense.' 

I1u* extr*iorclinarv growth of corporate enterprises and the 
transferability of their shares have brought into existenc e the mod- 
ern stock exchanges, with all their conspicuous and sometimes 

* 1 his ilisappraiante of all sense of soliilariiy lH?iwcen shareholciers is recognized 
liankh in rhe C^ennan pr.uiiu* of issuing terlificalt's to hearer, as bonds alone are 
loininonls isMJtd in other (onntries, coupons being attached to the share certificates 
tin suih dixiilciuls as iiiav aenue at slated dates. 
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demoralizing influences. The homogeneity of sharc^ and other 
securities makes them available for purchase and sale by all sorts 
of persons and thus peculiarly adapted for speculative dealings. 
By far the greater part of the transactions on the exchanges have 
nothing to do directly with the process of actual investment; 
usually that has been completed before the securities are listed. 

It is only in the way of anticipation, thru the indirect influence 
of the prospect of easy transfer, that stock exchange dealings pro- 
mote the increase of factories, railways, concrete capital. Tho the 
gain in this way is real, it is accompanied by a vast deal of unpro- 
ductive effort in the way of stock gambling; nor is it easy to say 
whether the social gain on the whole outweighs the social loss. 
Most persons who discuss these matters have but hazy notions as 
to what constitutes the social loss or gain. They assume the cor- 
porate organization of industry as a settled fact, without discrimi- 
nating wherein it is really to the general advantage. They assume 
transferability of shares to be a settled fact, without stopping to 
think whether the gain from ciuickcned investment outweighs the 
material and moral loss from gambling. Still less do they consider 
whether the advantage which may arise from more cflicient man- 
agement at the hands of the shrewd outweighs the social disad- 
vantage arising from greater inequalities in wealth. 



CHAPTER 7 


SOME FACrORS IN PRODUCTIVENESS 

I. I he ( lied of wnfrcs (abundant food) on the productivity of labor. 

waj^cs in ilir main a result, not a cause, of efficiency. — § 2 . Effects 
ol skill and intclli^^eiK e on j)rodu( tivity. General education. lechnical 
(•du(aii</n. in its diet Is lor tlic individual and for the community. — § 3 . 
1 a adci ship. 1 he hiisincss man: the man of science. Freedom and mobility 
as promoting h'adcrship. I he motives to leadership. — § 4 * Fhe immaterial 
e({uij>ment of a (ommunity; how allccted !)y training and by inheritance. 

I. riM. |)R*( (ding ( liaptcrs liave dealt witli such causes affect- 
ing the piodiK livenes.s of industry as the division of labor, the 
ad\an(e nl large st ale j)i<)du( lion, tlie use and the growth of 
(apiial. Some other fat tors bearing on the efiicicncy of labor in 
piotlut tion will be (onsidered in (he present chaptei. 

Among these other fat tors is the ([uality of the laborers. The 
iiit lease of |)rt)tlu( titin depends nt)t only on tlie marshaling and 
oig.mi/ation of the lal)t)rers and t)n their eejuipment with capital 
but also on tlie strength and skill of the individual workmen. 

I hese two lat tors strength and skill —may be taken up separately. 

I heie is what may be tailed the steam engine theory of the 
ellit ieiu V of labor. It maintains, or perluips implies rather than 
maintains, th.it the \ igoi t)f (he laboier is in prt)|)t)rtit)n to what 
be (onsnmes. The more is turned t)ver it) him the stronger will 
he be anti the mt)ie will he pituliue. just as the power got from a 
sitam (‘tigine depends on the fuel burned in the fire bt)x. Feed 
\o[\\ laborei better .mil he will be able to protluee .so much more. 
It seems to iiuliiate that it will always be profitable for the em- 
ploM i at the least, tonsisteiu with the maintenance of profit — to 
|»av higher wagt*s. 

I heie is a measure t>f truth in this view. It holds good par- 
lit ul.uK of the sim|)list unskilled laboi , siu h as calls for (ontin- 
r.tuis and lu aw must ular exertion. Sometimes men are so under- 
fttl that theii plusital strength suffers. Employers of large gangs 
of l.d)t)rers find that it pays to feed them abundantly. Military 
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operations which involve heavy labor and especially those involv- 
ing long marches are more likely to succeed it the .uik and lile 
get good rations. Millions of people in backward and senij-( ivili/ed 
countries, such as China and India, are underfed. It is probable 
that their efficiency could be increased by more food and belter 
housing. No small pioportion of laborers in civilized ('ountries are 
in the same situation. Mr. Rowntree, in Ins investigations on the 
city of York in England, made an estimate of the money wages 
which would secure, at current prices in England, the food, shelter, 
clothing needed for physical eilicieucy. Ehe sum was about 20 
shillings a week for a family of live and the earnings of one sixth 
of the wage-earning class in York fell short of that sum.' I'he l ase 
is probably no less disheartening for a considerable fraction of 
the laborers in all parts of Iuiroj)e. Notwithstanding the higher 
general range of wages in the United States, there are some work- 
men in this country also — perhaps but few relatively, yet in abso- 
lute numbers not insignificant — whose state is e([ually miserable. 

It may seem that where laborers are underfed, an iiu rease of 
wages up to the point of nourishment adecpiate for full physical 
efficiency will not be diflicult to bring abemt, since the added 
product will make the added wages worth while. But the case is 
not so simple as it appears. I'ho the laborers may gain in effective- 
ness from more ample subsistence, and tho the (ommunity may 
become thereby a healthier and happier soc ial body, the individual 
who makes the advances to the labc^rers will not necessarily gain. 
If indeed the laborers were slaves there wc:)ulcl be some chance of 
direct profit from feeding them better, riiey would remain the 
property of the master and he would reap where he had sown. 
Even as regards slaves, to be sure, it is not always j)rofi table to gcj 
to the expense of full feeding. It may be cheaper to work them 
hard on poor fare, to wear them out in a few years, and to buy 
new ones for the same wretched round — a prac:tic:e said to have 
been deliberately followed on some southern plantations in slavery 
days. Whatever the case as regards slaves, it is obvicjus that with 
free men it is essentially different. The gain in effectiveness from 
better fare inures to the laborer himself. Any emplc^yer who would 
^ B. S. Rowntree, Poverty: a Study of Town Life, Chapter IV. 
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make* the needed advances (ould have lu) assurancies ol recouping 
liimself. For the effects of full suhsislence on effectiveness do not 
aj)pear either with cpiickness or with certainty. The process is not 
(|ui( k, he( ause time is needed to bring weakened and demoralized 
laborers into good < onditicjn; it is not certain, because some among 
them are so enfeebled by sustained hardship, or congenitally so 
weak in ( onstilutitjn, that they will never become able-bodied. 
Fven tho a body of underfed laborers, if taken in Jiand systemati- 
cally, (oidd be brought to a pitch of full vigor, the risks and 
uiK crtaintic's as well as the probability that the regenerated men 
would betake themselvc's to em|)loyment elsewhere make it almost 
ho|)eless for a |)rolit-seeking employer to carry out an operation 
of the kind. It is only under exc eptional c ire umstaiues. where 
large* gangs of men are at work in out-of-the-way places and are 
therc'fore under a cjuasi-c ompulsion tc^ stick tc» their job — say in 
building tiu* Panama Canal or at c:onstruc:tion camps in remote 
regions that it is to the* immediate interest of the employer to 
supply the means for am|)le support. 

rhe* c lass of undei fed laborers, comparatively small tho it be 
in modern communities, presents a distressing prol)Ic‘m. I’hey are 
ill |)aicl bc'cause they are inellicient; they are inellicient, lor one 
reason, lu’cause they aic* ill-paid, '^'et they ;ne easily dcniorali/ed; 
too often they lem.iin still inellicient if better |)aid Iroin c haritable 
funds. Neither physically nor morally do they respond readily 
to possi hi li tie's of improvement. Often the adults are hopeless; 
the c hildren alone can be taken in hand with prospec ts of success. 

I fe nc e* even when theie* appears to be ground for expc'e ting in- 
I rease'd produc tiveiu'ss of labor by adding to the rewai cl of labor, 
the pree ise method of ae complishing the result is hard to devise. 
Only public or c[uasi-[)ublic' ac tion can grapple with the |)roblem; 
and this must inc lude suppression or elimination of the unfit, as 
well as uplifting of the |H)tentially capable. 

.Ml this re'asoning and sj)ecuIation, however, is cc^ncerned only 
with the minimum necessary for health and strengtii: the mini- 
mum. be it noted, for health and strength, not lor kee|)ing hodv 
and soul together. Men can live and do work tor Uss than is 
nec essarv to enable them to do full work; the minimum for elli- 
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cieiicy is above the starvation level. Rut ^vheu they once get what 
is necessary for complete physical vigor, anything in addition is 
mere surplus; surplus in the sense that it no furtlier increases ef- 
ficiency. If obtained, it must be as the conseqiu*nce of skill and 
productiveness; it becomes a result of high efficiency and ceases to 
be a cause of efficiency. Nor is the minimum for full vigor a very 
high one. An abundant vegetable tlict, rude shelter, and simple 
clothing are all that a man needs in order to do tlie hardest work 
which the human frame can stand. The frugal Italian or the rice- 
fed Chinaman, if only he gets enough of his simple fare, can do as 
much as the meat-eating Irish-Americaii. 

In some of the higher walks of life the minimum for efficiency 
is doubtless to he measured more liberally. Something more is 
called for than that wliich is indispensable for muscular efficiency. 
The work of a lawyer, physician, teacher, business man, calls for 
alertness of mind and bodily health more than for physical vigor. 
The reciuisite response of intelligence will often be lacking if the 
surroundings dull the mind or enfeeble the spirit. Hence as re- 
gards intellectual work we may count varied food, ample lodging, 
restful relaxation among the necessaries for efficiency. It is hard 
to say just how far sucli sources of enjoyment, procured by a 
larger income, arc really necessary for the best exertion of the men- 
tal faculties. Those who are accustomed to comfortable living 
and to pleasant distractions easily convince themselves that these 
are essential to keep them fresh for their work. It is a sort of excuse 
or justification of the existing inec|ualities in income to believe that 
they arc necessary in the sense that the work which earns the 
higher income could not be accomplished without the freer life 
which that higher income secures. Yet plain living and high 
thinking are not incompatible. The luxuries and comforts to 
which most persons of the well-to-do classes are habituated could 
be in large measure foregone without loss of vigor or freshness. 
Some comfort, some leisure, some distraction, are doubtless neces- 
sary for the best intellectual work. But a modest income and a 
scale of expenditure much below that of most members of the 
well-to-do class would suffice. 

§ 2. Different from strength are skill and intelligence. These 
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tell stroll;'!) on tlie cHicicncy of the individual workman and on 
ihc |>r(Kliu:li\ ity of iiulustry at large. 

Many (if the iinpmvcmcnts in the arts depend f(jr their appli- 
cation on a good degree of intelligence. The Hottentot cannot use 
tools even of a ( oniparatively simple kind liecaiise his brain power 
is not s(dli( ienfly devehiped. Negroes are employed in great num- 
fx i s in the gold mines and diamond mines of South Africa, but for 
simple |ji( k and shovel wcirk only; for handling and guiding the 
iiiiuhines skilled and intelligent white mechanics must be em- 
ployed. Matiy of the operations of agriculture require nothing 
hesoiid del\ ing and dit( hing. lint the fruitful agricidture of ad- 
vaiued peoph s ( alls for ( are, dis( rimination, intelligence, and 
( ould not be prac ticed by Indian ryots, perhaps ncu by the peasants 
ol l)a( kwaid Kuropean countries. I'here is a wide range of routine 
ojK iations in modern industry which can be carried on by any 
|)eisons capable of gixing steady attention. But that very faculty, 
like the ability and willingness to do prolonged continuous labor, 
is not a matter of (ouise. It is not possessed by savages; it is a 
slowlv a((|uire(l cpiality of < ivili/ed man. No doubt there is a 
glowing range of mac hine work in which very slender intellectual 
01 moral (jualitics aie needed. In many factory operations of mcxl- 
ei n times the human worker is hardly more than another steady 
and dejiend.ible automaton. Along with labor of this sort, however, 
theie must alwavsgo some proportion of labor mcne flexible, more 
obseiving. moie liighlv traim'd. J'his is the cjuality cjf mechanics’ 
work as distinguished from that of “laborers' ” in the narrower 
sense, lleie aK ur.u v. watchfulness, skill, intelligence are called 
lor; and here these (|ualitic‘s arc* indispensable for elii( iency. 

rile elle( t of idiuation on the produc'dveness of labor is not 
sim|)U'. In some respec ts, a w ide diffusion of education is conducive 
to gifater ellic ieiu v of the population at large: in other respects, 
the e xtension of education raises economic cjuestions not so easy 
to answi t . 

I he simplest kind of pick and shovel w’ork seems to be clone 
as l ilec ti\el\ bv the illiterate workman as by the educated. This is 
also the c ase. as has just bc-eii remarked, with much modern factory 
lalu)!. And even in many handicrafts, book education is not in- 
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dispensable for a high degree of skill. The work of the iraftsinan 
of the Middle Ages in Europe, and that of the sani. class of workers 
in modern Japan and indeed in some parts of cousemporary Eu- 
rope, show that illiteracy is no obstacle to the deltest use of tools. 

Nevertheless, it remains true that a wide diffusion of ediu ation 
is a most effective means toward producti\eness. It is effective 
particularly toward stimulating and diffusing new kinds of eili 
ciency. When an art has once been learned by slow steps — and 
thus in the course of history mankind has acejuired most of the 
arts — its mere transmission from generation to generation, its 
maintenance and even perfecting, may indeed take place by the 
simplest imitation, unaided by book learning. But the rapid spread 
and utilization of improvements are immensely promoted by the 
ease of intellectual communication. Mere ability to read and 
write opens at once a whole new world. He ^vho possesses it can 
learn from the experience of all mankind, no longer from that of 
his parents and masters only. The extension of such a great im- 
provement as the system of interchangeable parts has depended 
largely on widespread elementary education. A comj)lex tool or 
machine — a plow, a reaper, a bicycle, an automobile — is made 
nowadays on standardized patterns, each j>art being a j^recise du- 
plicate of every other part made from the same pattern. When 
there is a break, the needed part can be re])laced at once. Idle 
system makes possible the wide use of intricate apj^aratus in lo- 
calities distant from repair shops. But its adoption is possible, in 
turn, only if those who are to use the apparatus have some general 
intelligence and if they can read instructions. In the United States 
the unexampled use of labor-saving agricultural implements, all 
made with interchangeable parts, has rested not oidy on the in- 
telligence of the people but on the universal diffusion of elemen- 
tary education. The great industrial advance of Germany is due in 
large measure to the same factors. 

Technical education obviously has a direct economic effect. 
The training of civil engineers, mechanical engineers, electrical 
engineers conserves from generation to generation the elaborate 
acquired arts. It promotes too the advance of the arts. In the past, 
great inventions and improvements have probably come as often 



I HK ()R(;A\IZA riON of production [Ch. 7 


I loin the* workslioj) .is from the laboratory. IJiidei the (a)ii(liti(jiis 
ol the iiKKlei n world, and especially with the more methodie al 
aj)pli( atioii ol natural sc ience to the arts, tlie labc^ratory is likely to 
play a larger and larj^er j)art, both directly thru the inventions 
that come lull lledj^^ed Iroin the laboratcjry and indirectly thru 
the work ol those wIkj Iiave had its training. 

All training lor the arts and professions tends tc3 become more 
systematic in the modern world. Fhe engineer gets his funda- 
mental training not in the workshop or in the held but in the 
tec hnolcjgic al school; the physician cjr the lawyer gets his not 
from the ac tive prac titioner but from the professional school. The 
same movement is seen in the extension cjf industrial training to 
the lamiliar mec h*unc: arts. Apprentic eship to a c raftsman Avas for 
c enturies the mode in whic h these arts were maintained and trans- 
mitted. Hut the conditions r)f modern indusuy have made ap- 
prenticeship inelfective and virtually obsolete. Vhe “master” of 
former limes h«is well-nigh disap))eared: he is rej)laced by the 
large employer, out of tone h with his individual workman whether 
young or old. I'hose |)ieliminary stages of industrial training 
whic h were in former times provided by apprentic eship should 
now be undertaken by systematic trade sc hooks and should be a 
part of tile general system of jiublic education. The lime will 
come when the normal entrance to a trade will be thru such 
schools, precisely as the normal entrance to the so-called liberal 
professions is thru their professional sc hooks. 

W'e must distinguish shar|)ly between the elfec t oH such educa- 
tion on individuals and on the community. As between indi- 
viduals, the wide dilfusion of educational oppoi lunilies has simply 
an ec|iiali/ing elfec t. For the community, it tends to raise general 
ellic ieiu v; but it is not likely to raise general ellicienc y in the same 
degree as it raises the earnings of some individuals. It tends to 
break down any position of mere privilege which may exist among 
those who now possess tc'chnical or professic^nal skill. For these it 
mav tend to lower earnings, while on the other hand it tends to 
raise the earnings of those who arc enabled more easily to acejuire 
the skill. The trade unions are iKsually opposed to the establish- 
ment of trade schools, from a fear that it will lower the rate of wages 
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in tlie more highly paid trades. This fear, tho t\iiich exaggerated, is 
not entirely without foundation. People who di, scant tin the ad- 
vantages of education and especially of industrial rfUu iit'um ottcn 
contrast the high wages o£ a skilled workman or tiained engineer 
with the low wages of an unskilled laborer, and assume the dif- 
ference to measure the relative productiveness of the two. They for- 
get that if all men could easily procure the training for the better 
paid occupation, numbers in that occupation would be greater and 
pay in it would be less. Wide and free diffusion of all sorts of vo- 
cational training would almost certainly increase the productive 
power of the community as a whole; but it would also tend to lessen 
the differences in earnings which now exist and to lower tlie earn- 
ings of some individuals and some classes now favored.^ 

General education in all its grades, from that of the elementary 
school to that of the university, tho not directed to a clearly de- 
fined industrial end, doubtless has its considerable economic ef- 
fects. True, it is largely an end in itself or at least a means to 
other ends than industrial efliciency. The mere attainment of 
knowledge and understanding is a satisfaction in itself, to some 
persons a great joy. Among man’s traits none is more remarkable 
than his insatiable curiosity concerning all things in the heavens 
and the earth, and the satisfaction of that curiosity is one of tlie 
constant ends of human endeavor. But general education has its 
more immediate economic effects also. Tho reading and writing 
do not make the ditch digger stronger, and geometry and literature 
do not add directly to the skill of the mechanic, all education 
makes for intelligence, discrimination, the utilization of oppor- 
tunities, the spread of improvements. It makes also for sobriety, 
honesty, and steady endeavor. The more it is directed to uplifting 
the character and training the faculties and the less it follows dull 
routine the more does it achieve these ends. Where it fails to 
achieve them, the remedy, even in the interest of bare industrial 
efficiency, is still not to curtail it but to improve it. 

§ 3. Not least effective among the forces that bear on produc- 
tiveness is leadership. It is exercised by business managers, by 
engineers and technical experts, and by men of science. Economic 

^ On this subject more is said below, in Vol. II, Chapter 52. 
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uffi( iciu y is jjioloiiiully affected by the success of a ( ommiinity in 
se( in ^oo(i leaders. 

When inti ic ale tools and machinery are put together by skilled 
nie< hani( s, and when all this apparatus is guided to its productive 
outcome by still other skilled mechanics, one is tempted to say 
that here are the real producers. But a little consideration leads 
to the iiu lusion with them of the designers — the inventors and 
engineers. It recjuires still further reflection to include also the 
managers and employers. These last, the business class, seem to 
some persons, notably to the cruder socialists, to be mere ex- 
plcnters. I’he real work seems to l>e done by the cjthers; the busi- 
ness men sil by and merely levy toll, d'here is no greater misappre- 
hension. 'The effectiveness of industry de|)ends cju tlie business 
man's leadership almost as much as that of an army depends on 
generalship. Under a complicated division of laljor the various 
lac tors of piodtic tic^n must be brought together and properly coni- 
binc'd. 'The ditfeienl kinds of labor and capital must be applied to 
the* bc‘st natural rc'sources. The long gap between producer and 
consumer must be biidged. 'The skilled nu'chanic and even the 
enginc‘er would commonly be helpless without the guidance of 
the business lc*ader. Kspecially is this the case where industry is 
ra|)iclly shifting. Uourage, energy, judgment, and command of 
cajiital ate indispeusal)le for economic progress. Much more will 
be said, as we proc ec*cl. on the signific ance of industrial leadership. 

Another kind of leadership is that of the man of sc ience. The 
progress of material c ivili/ation depends on the understanding c^f 
nature’s laws, rite astronomer, the physicist, the chemist, the 
biologist, lay the foundation for the development of the arts. I heir 
efforts are usually stimulated in greater degree than with most 
men by motives of the higher sort — by the single-minded search 
for truth, or bv love of fame rather than hope of material reward, 
riie influence of scientific investigaticju on the arts, tho often 
indirect and unexpec ted, is imne the less far-reaching. Faraday 
had no com ern for the industrial possibilities when he discovered 
tlie induced current; yet how' profoundly economic progress has 
been affected by the dynamo! ' 

^ Mv hue colleague. Professor C. L. Jackson, called ray attetuion lo Perkin’s dis- 
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Leaders are rare. Most men are commonplace. Among the means 
for promoting progress none is more important than the discovery 
and stimulation of those who have high abilities. 

Freedom of opportunity and diffusion of education arc the 
means for discovering those possessing unusual gifts. Among the 
classes of men \vho now lack education and are depressed by il- 
literate surroundings there are beyond question some and there 
may be many of talent, and an occasional genius. Eo the general 
advantage of a wide diffusion of education is to be added the fact 
that it helps to arouse and develop all the gifted. It is probable, to 
be sure, that high inborn capacity is most common among those 
to whom education and opjxjrtunity are already open. We touch 
here on the debatable problem of the origin and significance of 
social classes. There is evidence tending to show that the well-to-do 
are in their more favored position because they j)osscss on the 
whole higher intellectual ability. But the proposition, even if 
established, is subject to much qualification; certainly it must be 
admitted that there is among the less prosperous no small fund 
of c apacity which fails to be utilized. Tho gifted persons are prob- 
ably less common in proportion to numbers among the so-called 
lower classes, there may be many of them. The full development 
in these of all their (jualities for better efficiency, above all for 
leadership, is one of the most important objects of widely diffused 
education. 

Freedom and democracy operate to develop to the full the 
scanty number of leaders. The abolition of class privileges in mod- 
ern times thus has been not only of political and social conse- 
(juence but has had direct economic effects also. The industrial 
jneeminence of England during the eighteenth and nineteenth 
centuries was due largely to her free institutions. The lowborn 
person’s opportunities to rise, even tho restricted, were better than 
on the Continent, and England profited accordingly. In the United 
Slates such opportunities have been more free than ever before 

(ovciy of purple dye, which led to the aniline dye industry, and to the investigations 
of Graehe and Liebermann on alizarin, which led to the manufacture of that coloring 
siiilf from coal tar; further instances of industrial changes consequent on the dis- 
coveries of pure science. Many cases of the kind might be cited; this chapter in 
c-coriomic history is barely opened. 
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ill any part of the world, and to this factor above all others is due 
the material prosperity of the country. 

Those possessed of the qualities for leadership must not only be 
^iven a free field but they must also be stimulated to the full ex- 
(‘Kise of their gifts. Inequality of some sort appears to be in- 
disj)ensable as a stimulus. 

01)viously we have here a question different from those con- 
sidered in the preceding pages. There is an essential difference 
between providing a gifted person with the wherewithal to enable 
him to do his best and offering him a reward which will stimulate 
him to do his best. A reward in some way proportioned to the 
rarity and effec tiveness of nnusual faculties seems necessary to in- 
duce their exert ioti to the highest pitch. Such at all events has 
be en the experienc e of mankind with the gift c:)f industrial leader- 
ship. No stimulus to economic* activity has yet been found com- 
|)aiable in ellicac y to that of the prospect of large earnings. In- 
ecpiality of income's and jossessions, so far as ba.sed on differences 
in indnstrial edic ietic y, is a ]K)tent instrument toward general effi- 
c ic'tic y in ptoclnc tion. 

I his to be sure is tlie individualist view. It assumes that most 
iiieii are inlluencccl in their bargaining and income-earning by 
pre|)onderantly sellish motives. The extreme collectivist view is 
tliat men can be readily induced to the fidl applicatic^n of their 
lac ulties bv other than selfish motives. Neither view can be main- 
I lined without c|ualilic ation. As regards the leaders, some strive 
and work with little consideration of reward. Those having the 
vcMv highest intellectual gifts in letters, in the fine arts, in pure 
sc ic nce exerc ise them in |nnsuanc'e of a well-nigh irresistible im- 
pulse. Indiisti ial Ic'adership and industrial efficiency on the other 
hand seem to depend on earnings and payments. Whether there 
arc' possibilitic's of stinndating this sort of work without inecpiality, 
or at all events without great incxjuality, is a ejuestion reaching 
into the most clillicult |)ro[)lc'ms of economics, and its full con- 
sidc'iation must be postponed to a later stage. ^ Sullice it to say 
that under the established rc^gime of private property material 
leward in the shape of high income and the chance of a fortune 

‘See Vol. 11, Ch.ipicrs 67 anil 68. 
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have proved wonderfully potent and apparently indispensable in 
eliciting and spurring economic leadership. 

§4. In sum, the effectiveness of industry depends not only on 
material equipment but also on what we may call immaterial 
equipment, not only on accumulated surplus in the way of capital 
but on accumulated moral and intellectual (lualitios. For this im- 
material eciuipment maintenance aiul transmittal are not less im- 
portant than for the community’s material capital. 

Education transmits from generation to generation the acejuired 
attainments of the race, from the rudiments of reading and writing 
to the most elaborate technical training. Not only these intellec- 
tual attainments but moral (jualities likewise must l)e handed 
down to the successive generations. Habits of industry, truthful- 
ness, honesty, sobriety, of consideration for others, of care for the 
common good — all these arc of slow growth, and rest on repeated 
example and precept. 

In some degree there is transmission also by inheritance. Vhe 
biologists still differ on the question whether acejuired traits are 
inherited. The more general opinion seems to be that they are 
not and that only inborn qualities are passed on from ])arent to 
descendant. If this be the rule universal in nature, man also con- 
forms to it; then some at least of the ([ualities that mark the 
civilized man can be maintained only by set training. Others per- 
haps have been incorporated in his nature by a process of selection 
— tin'll the weeding out, in the long course of history, of those 
having a less civilizable disposition. Human nature changes and 
improves, and the quality of men is now finer than it w^as tlnm- 
sands of years ago, perhaps than it was centuries ago. Repeatedly 
there are projects for hastening the process thru design — by breed- 
ing men, as animals are bred, from strains deliberately selei ted. 
Without entering here on the far-reaching (juestions which sucli 
proposals raise, it may be said that for the future as far as we can 
look into it the slow and haphazard process of unconscious selec- 
tion will alone effect the transmission and possible improvement 
of inborn qualities. As regards the general average of ability and 
character, heredity leaves man from one generation to another on 
the whole in statu quo. 
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Hut persistent and repeated training not only keeps mankiiul 
i)i slal\i (jiio but also offers immediate possibilities of advance. No 
less than inherited (juality, training contributes to make the dif- 
ference between the civilized man and the savage. Man’s great 
moral, inieller tual, educational ecpiipment must be conserved, like 
his material ( apital, by unremitting effort, and like that can be in- 

< » eased by effort. In both ways, the effort is largely altruistic. It re- 
sults from the tares and sacrifices of parents, and from tlie con- 
st ions endeavor tjf tlie t (jinmunity to improve the cjiiality of all its 
memfjers thrtiugfi flic diifusion of education. Hut it results also in 
no small degree f !t)m the self-regartling motives — from the tlesire of 
eat h indi\ i(hial to l^ettet his t>wn tontiitit)n and that of his family. 
Certain it is that man now starts frt)m a vantage ground whicli 
makes j)ossible still further atlvant e. Some of his tjualities for 

< ivili/ation he has inherited; others of these same (jualities lie 
a<<|uires and transmits by (onstant effort. 'The outtome of all is 
the great immaterial capital of tlie ('ornmunity: a possession not 
less important for the general welfare, and |)erhaps not less ex- 
tensible. than the capital of tools and materials. 

RKf i:REi\c:i:s on hook i 

On Produc tion, sec* J. 1). lilac k. Production Ort^anizat iofi (i(j2(j) ; 
the only hook known to me wfiich deals well with this subject at large. 
It ranges into lu Ids not eoveiccl in tfu* preceding c hapters, and can be 
reterred to with prolit in connection with later chapters, esj>ecially 
those in liook II and Hook V. 

On the division oi labor and tfie industrial revolution, the well- 
orcU rccl narrati\c‘ of Manioux, 77 /e Industrial liccolutian nj the [Sth 
('.rntury (Knglish edition. icjuS) . On the dc*velo|>inent of inventions, 
P. Csher. History of Mechanical Inveiitions, uiiicj. On large scale 
production, vertical combination and corporate organi/ation, the Can- 
Mis Monograph by \\\ L. I'liorp on Intcij^ratiofi of Industiial Opera- 
tions 

On corporate organi/ation, ancf in general on industrial organi/atic^n 
and control, an excellent concise account is in I'ippetts and Livermore, 
liusincss Ori^atiizatton and Control (1932). detailed account of the 
modern situation is in lierle and Means, Modern Corporations and 
Prij'ate Property Any book on these topics necessarily bears 

also on the cpiestions of corporate management considered belcnv in 
\'ol. 11 . Book V. C:hapter 50. 
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INTRODUCTORY: KXCHANGK, VALUE, 
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§ 1. Exchange the consequence of the division of labor. — 2. Money as the 
medium of exchange. — § Value and utility. 'Mie notion of value in ex- 
change. — § 4. A general rise in values; a general rise ir. prices. Stability in 
general prices provisionally assumed. 

§ 1 . The division of labor brings in its train the exchange of 
goods between those who undertake the separated acts of produc- 
tion. Exchange in turn brings the phenomena of value, money, 
and prices. Witli these phenomena we shall be concerned in the 
present Book and in the Ihjok following. 

As has already been noted, the division of labor does not bring 
exchange as a necessary consetjuence.^ I'here may be the self- 
sufficing patriarchal family, with a division of labor but without 
exchange; or its counterpart, the small communistic society, self- 
sufficing at least to some degree. Even in the modern family there 
is division of labor, after a sort, between man and wife. But com- 
monly we consider the family as a unit, and think of the house- 
wife, when she works for husband and family, as working for that 
of which she is but a part. Similarly, the patriarchal family and 
the communistic society are regarded by their members as social 
and economic units. Exchange arises from a separation of interests 
and has grown with the growth of private property. 

Production for one’s self holds its own longest in agriculture. 
Yet even in this industry division of labor and exchange are rap- 
idly extending. In the United States the self-sudicing fanner of 
earlier days has well-nigh disappeared, and even the stolid peasant 
of Europe is being transformed by the modern methods of easy 
communication and ready sale and purchase. Tho the farmer still 
produces part of his own food, especially vegetables and fruit, 
there is a steady tendency toward widening the range of agricul- 
tural products which are bought and sold. Grain is sold by the 
' See Chapter 3, § 4. 
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individual farmer, flour is bought; cattle and fowl are sold, meat 
is bought; milk and cream are sold, butter is bought. In other 
(Kcupations the division ol labor has worked out its consequences 
to the last stage. No labor is given to the direct satisfaction of 
each worker’s wants; all is turned to the indirect process of spe- 
( iaii/ation and ex( liange. Sale, price, value, and the whole mech- 
anism (jf exdiange become the characteristic economic phe- 
nomena. 

^ 2 . Almost as early as the division of labor a medium for ex- 
( hanging various prodm ts came inm use. Barter — the direct ex- 
( hange oi pi r)du( ts — may be carried on under a very simple 
division of labor; yet even then it is inccjuvenient. As soon as 
the first stages of savagery have been passed some use of a medium 
of exdiange appears. 

Any commodity which is in general use will serve passably as 
a medium of exdiange. lie who has an article to sell, and cannot 
find at om e the pre( ise kind and ([uantity of the tilings he wishes 
to buy, will a( ( e|)t a staple (ommodity with which sooner or later 
he will lie aliie to jinxure the things he wants, lleiue in various 
stages of ( ivili/ation the most diverse commodities have been used 
to oliviate the iiuonvcnieiu es of liarter. In Monieiic times the 
value of tilings was often stated in terms of oxen, lor such occa- 
sional e\( hanges as are made among primitive pastor.d peoples 
are naturallv elle( ted in terms of their staple (omniodity, cattle.^ 
Im)! a ( onsidei able time in the c*arly history of the colony of Vir- 
ginia. tobac co was almost the sole article of export, and the chief 
(ommoditv habitually produced for a market; it bec.mie the rec- 
ogni/(‘d niedium of ext hange in the c cjloiiy. Furs, salt, tea, cocoa, 
have scM veci the purpose with other people. But by far the most 
widespread among the things so used have been the jxecious 
metals, gold and silver. W’e need not jiaiise at this stage to con- 
sider what c|ualities (it them (leculiarly for serving as a medium of 

’ Ml. Wickstfcil roin.ivks ['rfu- Coniffion Sense of Political Economy, p. 13-) that 
■’thfif is iiiou* in ilu* Ihimcric poems of itie valuation of female slaves, of 

nipiHls, 01 of ^oI^I or bi.iss aiinor. in terms of so many cattle, than ilicre is of any 
iliieii ti.nisfei of i.itile in p.iMiient of those j;<hh 1 s.” It is probably true of the other 
(oinniotiiiies inentioiual in the text that thev also were used more fieely for measur- 
ing iciativc \aliies ilian loi eifet.iing exihanges. 
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exchange — their luster and consequent attractive ness for orna- 
ment, their freedom from rust and deterioration, their homo- 
geneity, their divisibility. Nor need we consider how the device 
of coining has increased their fitness for carrying on purchases and 
sales; nor in what ways paper representatives or substitutes for 
them have come to be so widely used in our own time. These are 
topics that belong to the subject of money, to which attention is 
given in tlie next Book. 

It suffices here to note how completely division of labor and 
exchange work out their results thru the use of money. Every 
producer gets his return in amounts of money. The exceptions 
in any of the countries of advanced civilization are so few and 
are so rapidly disappearing that they serve only to make clear 
how virtually universal is the rule. Exchange takes place by first 
selling goods or services for money, and by then buying with the 
money such other goods and services as are wanted. The funda- 
mental fact of exchange is thus obscured by the very mechanism 
that so perfectly facilitates it. just as the coiiperation and combi- 
nation which are essential features of the division of labor arc 
carried on without a consc iousness of any combined action, so the 
process of exchange goes on without the consciousness that it is 
the aim and end of all buying and selling. 

§ 3. The value of a commodity means in economics its power 
of securing other commodities in exchange. It means the rate at 
which the commodity exchanges for others. If a bushel of wheat 
can be exchanged for a large tjuantity of other things — for many 
pounds of iron, many yards of cloth, many ounces of salt — its value 
is high; the possessor of it can procure many of these things. If a 
bushel of wheat can be exchanged for but few pounds of iron, few 
yards of cloth, few ounces of salt, its value is low; the possessor of 
it can procure few of these things. It is immaterial that the ex- 
change docs not take place directly, but by tlie process of first 
disposing of the wheat for the medium of exchange — money — and 
then procuring with the money the iron, cloth, salt or other 
desired commodities. The result of the double operation is the 
same as if the exchange had taken place by direct barter. Only it 
is reached by a more convenient method. 
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7"hc value of a commodity, thus conceived, is its value in ex- 
( liange. 7'liis is very different from its usefulness, or utility, or 
iinportaru e. In everyday discourse we use the word “value” some- 
times to indicate exchange value, sometimes to indicate utility or 
im])()i taiu e. We speak of the value of iron as greater than that of 
gold, aufl the value of wheat as greater than that of diamonds. 
We mean thereby that iron and wheat are more important, satisfy 
more urgent wants than gold and diamonds. Yet we also speak of 
gold atid diamonds as more valuable commodities than iron and 
wheat: then we use the terms “value” and “valuable” in the sense 
of value in ex( liange, and mean that exchange and sale take place 
on su( h terms that with comparatively little gold and diamonds 
the owner c an secure iniu h iron and wheat. Eor the purposes of 
economics this latter sense, exchange value, is the mc^rc important. 

A thiid sense, however, may be nc:)ted in passing. People some- 
times spc‘ak of the “value” of a thing as greater or less than that 
whic h appe-ars in an a< tual transac tion of exchange. 7 hey speak 
of a house as being “worth” more than they paid for it, or of a 
commodity or a stoc k exc hange sec urity as selling for less than its 
“intrinsic value.” I'hey mean that the current price is different 
from the pric e that is likely to be paid in the long run, or different 
from the price which they think proper and just. In the sense 
whic h we ha\e adopted, value means simply the actual rate in 
c*xc hange, and there c an be no value other than that registered by 
sales and c‘xc hanges. I hat the word is also used with this third 
signilic at ion. of proper or eventual worth, only shows how uncer- 
tain is everyday phraseology. Economists have often pointed out 
how much troubled they are by having to employ familiar terms, 
like capital and value, which in everyday use have various and 
shifting meanings. Eor the purposes of economics one meaning or 
delinition should be .selec tc*d and held to with care. If there be a 
dilferent meaning, this should be clear from the context, if not 
made so by spc'c ilic explanation. In the following pages I shall use 
“value” in the sense which economists Itave adopted for it — a rela- 
tion in c'xc hange. 

Uv the of a commodity is signified the amount of money 

whic h it will command; in other words, its value in terms of the 
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accepted medium of exchange. Lhat accented medium of exchange 
and money of account was for centuries a coin containing a given 
amount of one of the precious metals. Prices neie stated and 
measured in terms of such coins — silver or gold “pounds,’' silver 
or gold “livres” or francs, silver or gold dollars. These prices indi- 
cated and measured the values of goods, d he commodity which 
sold for a high price had liigh value in exchange, as compared with 
one selling for a low price. In the course of the nineteenth century 
there came a great complication in the make-up ol the money in 
terms of which prices were stated and values measured. Gold dis- 
plac:ed silver as the ( hief money metal, and an enormous increase 
took place in the use of |)aper substitutes lor metal. In the lirst 
three decades of the twentietli century further momentous changes 
set in both as regards the use of gold itself and that ol the paper 
substitutes. The meaning and c()nse(|uences of these changes will 
receive attention at a later stage. For the present we may spc*ak 
simply of the pounds sterling or francs or dollars with which all 
the world is familiar. The money paid out as we make our daily 
purchases is the price of tlie goods bouglit; in everyday usage this 
is reckoned to indicate their value, a usage which it will be con- 
venient to follow for the present. 

§ 4. From our definition ol value it follows that there can be 
no general rise in values and no general I all in values. Value is 
a term expressing the relation of exchange between commodities. 
If at a given time a commodity procures in exc hange less of others 
than at an earlier time, it has fallen in value; but pro tanto those 
other commodities have risen in value. All cannot rise and fall 
together. A change in the value of any one of tliem, or any set of 
them, means a converse change in the value ol the rest. On the 
other hand, a change in general prices is not only possible but is 
one of the familiar and recurring phenomena of ec:onomics. 
Wheat, iron, diamonds, things in general, may all exchange for 
more dollars now than they did ten years ago; and ten years hcnc:e 
they may exchange for less dollars than they command now. 

Evidently a general rise or fall in prices signifies a change in 
the value of money. When all prices rise, and things exchange 
each for a greater number of dollars, the dollar can buy less than 
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it flirl. Its power of commanding otlier tilings is less and its value 
lias fallen. When every single thing exchanges for a smaller num- 
her of dollars, that is, when prices have fallen, the dollar buys 
iiKue aiul its value has risen. The value of money is inverse to the 
level of prices. When jirices are high, the value of money is low; 
when |)rices are low, the value of money is high. 

The mere fact of a rise or fall in the price of a single commodity, 
therefore, does not indicate whether or no its value has changed. 
It may he that other commodities likewise have fallen in price to 
the same extent. In that case there has been a rise in the value of 
money and a fall in tlu* value of all commodities as compared 
with gold, but no other ( hange has occurred in the values of com- 
modities. Oi it may he that this single commodity alone has fallen 
in price, others remaining as before. In that case the fall in its 
price rc-gisters also a fall in value. 

riie general leve l of prices changes but slowly. While prices of 
individual commodities c hange (juickly, all do not as a rule change 
cjuickly in the same direction. A rise in the |)rice of any one is 
likely to he accompanied by a declining price of another, or by 
stationary prices of the others. So gradual are changes in the gen- 
eral range of prices, so uncertain the comparison and olTsetting of 
the complex individual changes — a rise here, a fall there, no 
change* at all c*lse\vhcre — that it is often dillicult to ascertain 
whe ther during a short period a general change has taken place 
at all. If, indeed, .in upward or downward movement continues 
for years, it becomes tnnnistakable. We can make sure then 
whether the value of money has risen or fallen, and can measure 
with some .u c iirac y tlie extent of the change. But unless the lapse 
of time c'\ccc‘cls two oi three years, it is often not easy to deter- 
mine what has been the general trend; so stable are prices for 
short periods. 

This stability of the general level of prices, it should be re- 
marked, is In no means uni\ersallv maintained. Lrue, so Icjng as 
the nu*dium of exchange consists of gold and of other forms of 
money convertible into gold, there is ordinarily no occasion for 
iiualifving what has just been said. Yet even with a currency rest- 
ing on gold, great and rapid changes affecting all commodities 
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may take place in a short period of time ^vithin a year or two; 
as was shown by the sharp rise of all prices in the United States 
during the war of 1914-18. Changes even more violent may occur 
when the gold basis has been abandoned and resort has been made 
to paper money pure and simple. These, however, are monetary 
phenomena to be considered at a later stage. It is of the iirst im- 
portance to keep clear the distinction between tlie forces that act 
at any given time on all prices — monetary forces we may call them 
— and the more complex forces that determine the price of one 
commodity compared with another. It is the latter that will be 
considered in the chapters to follow. 

Tho general prices and the value of money as a rule change but 
slowly, the prices of individual articles change cjuickly and con- 
siderably. The price of wool or iron may rise by ten per cent in 
the course of a month; and changes are common in the prices of 
individual articles — of wheat, cotton, copper, coal — by teti, twenty, 
fifty per cent in the course of a single year. Where the price of one 
thing changes, other prices remaining the same, the new price 
evidently registers a change in value. The ordinary lluctiiations 
in the prices of things thus signify, to repeat, corresponding 
changes in their values. 

For the purposes of an orderly and systematic exposition of eco- 
nomic principles we shall for the present assume stability in 
general prices; hence that a change in price of an article signi- 
fies a change in its value. If an individual article rises in price 
under these conditions, it couimands more ()f other things in 
exchange and rises in value, and conversely if it falls in price. The 
familiar examples of price and money will be used in the illustra- 
tions and figures, the problems of fluctuations in the general level 
of prices being put aside for consideration at a later stage. 
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VALUE AND UTILITY 

1. Utility n nrrrss;iry condition of value; but value not proportional to 
ufility. — 2. increase ol supply brings lowering of value; because of clilfer- 
eii((*s ol means, and, I nndainentally, because of the tendency to diminish- 
ing utility. Klfe< ts of varying the commodities .supplied. Possible exceptions 
to the general primijrle. — § I'otal utility and marginal utility. — §4. 
Value depends on marginal utility. Qualifications and explanations. Mar- 
ginal vendibility. J he marginal utility of money. — §5. Consumer’s sur- 
plus. .Sundiy limitations on its signilicance and on the possibility of 
measuriiig it. — Jij h. flow state and measure the income of a community? 
— 7. i h<* law 0/ diminishing utility points to the conclusion that in- 
eipiality lessens maximum well-being. — 8. (^including remarks on wel- 
fare and total utility. 

1. An objcT t can have no value unless it has ‘‘utility/' That 
word is here u.sed in a s|)e< ial .sen.se. Idke “value” and other words 
whi( h e< ononiists have tome to u.se, it has in conunon speech vari- 
ous ineanings and shades of ineanini^. In the di.scu.ssion of exchange 
and value whit ii follows it refers to tlie satisfai tion or gratification 
deiivfd liofii an artitle at the time it is procured — ^its fdling a 
want 01 a desire, having the (jiiality of de.si red ness, rhe terininol- 
ogv is perha|).s not the best, but is sufru ienlly jiret ise and is now 
so iinliedded in the literature of the suhjet t that it is lonvenient to 
attept it. 

Distint t ions are to he luited between the satisfat tions that arc 
expet tetl anti tlmse that are reali/ed, aiul al.st) between the immedi- 
ate anti the enthii ing. Petiple are .sometimes shtu t-sightetl anti buy 
things as chiltlren thi. tti please a moment’s fancy. At the moment 
wlien they part with something — mt)ncy — in tirder to |)rt)cure ati 
•n tit le tht'it ttiiuluti shows ineiely that gralilit ation is expet tetl, 
not that it is .set iiietl. .\\;ain, jietiple tiften buy things whit h, while 
thev giatilv at the moment, in the entl leatl tt) harmful anti painful 
lesulis. silt h as sinnig think or n.irtt)tits. In all tht se It elings and 
ii‘sp»)nses it is the tlei isiou v)f the purehaser at the nioiiunt that 
rells. WIi.u ttvuius is th.ii nun are willing tt) give iij) soinuihing in 
ortler it) pit)iure ihingN ih.u gratify, that prtimisc to give utility; 
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this is what determines the price they pay at any gi .on stage. At 
another stage they may act differently with regard to identically 
the same articles, but it is always the utility expected at the time 
of purchase that actuates them. 

But the utility or gratification from a thing is not necessarily, 
perhaps not usually, in proportion to its value (i.e. exchange value 
or price) . Desiredness is an indispensable condition of value, but 
does not necessarily make an article valuable, or determine how 
great is its value. Fresh air, pure water, the beauty of nature may 
gratify immensely yet be without value. Other things of great 
utility may have but slight value. The sim|)lest and most welcome 
articles of food have low value in advanced communities, tho 
they satisfy the most pressing wants. So it is often as regards cloth- 
ing, shelter, warmth. High utility often goes with low value. Other 
things whose exchange value is high have utilities which we do 
not ordinarily reckon great. Tasteless ornaments, a stupid book 
printed four hundred years ago — such tilings sometimes command 
a high price. They arc much prized by some persons, tho others 
may wonder what sort of satisfaction they can yield. 

§ 2. The supply of a commodity, as we all know, closely affects 
its value. If at any given time an article beiomes more abundant, 
its price falls; if supply becomes lower, its price rises. The causes 
of these fluctuations are two, very different in nature and in social 
significance. 

One obvious cause, and that which many persons are likely to 
think of first, is the difference between ri( h and poor. Those who 
are able to pay highest secure the first installments of any com- 
modity that comes to market. If there be comparatively few in- 
stallments, each will command a high price. As more and more 
are offered, the price must be lowered in order to bring them 
within the means of the less rich. If the supply be greatly in- 
creased, the price must be lowered very much in order to make 
purchases possible by the poor. 

But the same result, tho not the same gradation, would appear 
if there were no differences between ric h and poor — if all persons 
had the same incomes. Then also an iiu leasing supply would bring 
a decreasing price. The principle which explains why the same 
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inverse variation uonid appear under equality of incomes is that 
of diminishing utility; and this second cause is the more funda- 
mental, siiK e it underlies the first. 

Consider any familiar article of daily use — the knives, forks, 
spoons on your table, the clothing you wear, the house you live 
in. One set of knives and forks is essential to cleanly eating. A 
.se( Olid set is highly convenient, a third somewhat less so; there is 
a dec line in utility, until at last the stage is readied where an addi- 
tional set is a mere encumbrance. So with clothing. One suit is 
necessary; a second and a third add to comfort. More and more 
( an be used, yet with a steady tendency to lessening satisfaction 
from the successive installments. One room in a house, or a one- 
room house, may be indispensable for e.\istencc. Ehe added com- 
lort and dec c-nc y Irom a se cond room are very great, and further 
additions to the bousercxiin continue to yield satisfacticnis. The 
rate of diminution in utility may be for some time comparatively 
slow but the tendency still is present, and before long the stage 
is rc ac bed when more IiouscToom serves to satisfy only the love of 
display, not to yield sidxstantial comfort. All things, it may be 
observed, wbic li minister to tlie love of display, have the pcjssibility 
c)l maintaining this sort of utility to a curious degree. The mere 
lac t that a thing is rate*- — (hat it is ol a sort not j)ossc*ssed by others, 
and so distinguishes its owner — gives utility to thitigs otherwise 
wotthic'ss; a notable exatnple is ati old postage statiij). Additions 
to the sup|)ly ol ttt.mv c lasses of attic les may for a lotig titne give 
adclitiotial satislac tioti, if the individual things be varied and 
adaj)tc*d to giatily the love of distinct ioti — as with the garments 
aticl houses ol the tich. Hut tlie tetideticy to ditiiitiishitig utility 
none the less pc'tsists. The adclitioti of a ne^^• coat to ati abimdatit 
supply, of a tiew rootn to a house alreadv large, britigs less satis- 
lac lioti thati the preceditig coats or rooms brought. 

To this getietal lendetic y we give the name of the law, or prin- 
ciple, ol ditnitiishitig utility. Successive doses of the same com- 
mocliiv or ser\ ice vield diminishing utilities. If the doses be con- 
linuecl inclelinitc-ly. the point of satiety will be reached. Their 
Imtlier repetition yields no satisfaction whatever: the utility of 
each additional dose becomes n/7. This principle, as has just been 
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intimated and as will prcstMUly l)c explained further. 
strictness only to units of the satne commodity (or service)^^wf^ 
the thing supplied — even tho it !)e made unlikr, only in small 
degree — then the result will be different. The diminution in 
utility may be prevented or checked, and the point of satiety may 
be indefinitely postponed. 

To put the proposition in other terms: all enjoyments tend to 
pall if repeated. If any one of us were called on to retrench — to 
dispense with some enjoyments now possessed — he would iind 
himself cutting off first those things least ))ri/ed, and then in suc- 
cession various otheis in the inverse order of their utility. The 
process would make it clear not only that some things have 
more utility than others but that some doses of the same thing 
have more utility than other doses of that thing. 

It is this fact of diminishing utility that explains the growing 
variety in the articles produced and the growing complexity of 
production and consumi^tion. As the productive power of man- 
kind increases, and especially as the commodities in common use 
become more abundant, labor is constantly turned in new direc- 
tions. It is given not so much to making more of the same things 
as to making different tilings. Abundance without variety means 
that the approach to satiety is rapid, bread, in most civilized 
countries, is cheap, being produced with comparatively little labor. 
With increase in the effectiveness of industry, more and more* 
bread could be produced with the same lalior. As bread becomes 
cheaper some of this labor is turned to other kinds of food — to 
meat, eggs, butter, vegetables, fruit, sugar. A varied diet, such 
as is possible in modern times, marks a great advance not only 
over the monotony of savages’ food but over the very restricted 
diet with which civilized peoples had to content themselves until 
the last century or two. Lhe essentials of clothing also are plentiful 
and cheap, and a comparatively small part of the labor of a mod- 
ern country is given to the covering needed simply for health and 
decency. A vast deal of labor is given to making more convenient 
and attractive clothing. Variety in production must take place if 
consumption is to respond. 

There are articles to which the principle of diminishing utility 
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docs not a[)ply as unfailingly as the preceding statement suggests. 
The stimulants on the whole show unrpiestionably the tendency 
to lessening response, the response to the first few doses does not 
always indicate it. The second or third glass of liquor may be as 
much enjoyed as the first. Or, to speak of higher things, the second 
or third reading of noble verse, or hearing of beautiful music, often 
gives greater jjleasure than the first. There are many cases where a 
p! eliininary stage of doubtful satisfaction is succeeded, with habitu- 
ation, by uiKjuestionably greater satisfaction — as with tobacco and 
oysters. Many a novel article needs to be insinuated into people's 
liking. As this is l)roiight al)out (perhaps by skillful advertising) 
the artic le reac lies a stage wliere a larger supply of it is sold, not 
at a lower price per unit but at a higher. In such cases, however, 
the tastes cjif the purc liasers have changed in the interval; at any 
given stage of taste and pojjularity the principle of diminishing 
utility will apply. 

‘P From the law of diminishing utility we arc led to the con- 
ceptions of total utility and of marginal utility. 

Utility, in the sense in which we are using the term, can be 
measured in one way only: by the amount which a person will 
give to |)rocure an article or a service. Enjoyment or satisfaction 
is subjective. 1 he cjbjective test of it is willingness to pay. What a 
person stands ready to give for an article rather than go without 
it is the only lest by which we can ascertain with any approach to 
precision how much satisfaction it brings him. Price, actual or 
potential, is the measure of utility. Not inirecjuently in discussion 
of this set of subjects it is said or implied that the utility of an 
artit le is the pric e it commands or might command. The language 
is inai c urate. Pric e simply i)ulic(itcs utility. 

Gonsider now how price may measure the utility to an indb 
vidual of several units of a given commodity — say live oranges. 
Suppose them to be coffered in succession, each being appraised by 
itself without thought of there being more to come. The first we 
may believe to be so fragrant and refreshing that the individual 
would pay 50 cents rather than go without it. The second, yielding 
less satisfaction, would command only 25 cents: the third would 
command still less, say 15 cents; the fourth, 10; and the fifth, only 
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5. The total utility of the five would be indicated i v the sum of 
the amounts which the several units would hav commanded 
separately, namely: — 


For the first orange eents 

For the second orange *25 cents 

For the third orange cents 

For the fourth orange cents 

For the fifth orange ^ cents 

For the total supply 105 cents 


Suppose now, on the other hand, that the five oranges exist as 
a stock, possessed together by the individual. All arc alike. Take 
away any one and the loss of utility or satisfaction will be the 
same as if any other had been taken away. Eac h has the same de- 
gree of importance for his welfare. As installments or successive 
doses they have differing utility, but possessed as a stock they 
have each the same economic importance. Any one would be 
parted with on the same terms as another. And those terms — the 
price — would be settled by the utility (satisfaction) yielded by the 
last of them if they were enjoyed in succession, fhe price at which 
the fifth would be bought (or sold) is the price at which any one 
of a stock of five would be bought (or sold) . That price measures 
the marginal utility, or final utility, of the supply to this indi- 
vidual. Economic importance, marginal utility, final utility, the 
satisfaction got from any one unit of a stock — all these expressions 
come to the same thing. 

It may seem paradoxical to say that all the constituents of a stock 
have the same economic importance and that none the less some 
have greater utility than others. But there is no real paradox. It 
must be remembered that utility means satisfactions or enjoy- 
ments. To possess a stock is not to enjoy it (except so far as, by as- 
sociation of ideas, mere ownership gives pleasure, as in case of a 
miser’s hoard) . The stock is necessarily enjoyed not as a whole 
but by installments; and as it comes to be so enjoyed the successive 
installments yield lessening .satisfaction. Economic importance is 
something different: it is the satisfaction dependent not on the 
whole stock but on any one of the constituents of the stock. Con- 
sidered in this way, all the constituents are alike; even tho, con- 
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siclered as sources of enjoyment when actually used, they are of 
varying utility. 

§ /j. I.ct us return now to the relation betw'een the supply of 
an article and irs price. In doing so we pass from a consideration 
of the individuars satisfactions to those of a group of individuals, 
and thereby are brought to a consideration not only of marginal 
utility but also of marginal vendibility. 

IiK rease in supply means lower price. It also means lessening 
utility from the added units. The price of a commodity depends, 
as the (ase is commonly stated, on the least of the utilities yielded 
by the stipply, or on final utility; price, or value, depends on the 
utility of the last increment. Properly qualified and properly 
understood the principle is sound, and not only so but of primary 
importaiu e. 

First as to the (jualifications. The proposition is true, in strict- 
ness, oidy if we suppose many competing buyers and sellers. And 
in la< t most things are brought to market by competing sellers, and 
are pure based by (ompeting buyers. Assume now that a given 
siqiply, say looo oranges, is offered by the sellers. Among the 
buyeis an* some whose means are large, others who value oranges 
highly, lioth sets would be willing to pay a high price for a few 
oianges rather than go without. But there are more oranges than 
these pUK hasers are eager for. To induce the rest to buv, or to in- 
duce the eager pure hasers to buy more, the pric e must be lowered. 
As the* sellers are many and competing, the price of the whole 
supply will he uniform. Any one seller, trying to obtain a higher 
pric e from the cMger buyers, would be undersold by others. There 
would be one price at which the whole lot would go, and that 
would be the price whic h tempted the last l)uyer; or, to be more 
ac c urate, the last pure base by any of the buyers. I his last purchase, 
and the pric e whic h must be* offered to induc e it, would settle the 
tei ins for all the* tiansac lions. 

Next, as to the just understanding of the proposition. Observe 
that the last buyer and the- last purchase have been spoken of, nc^t 
the last or marginal utility. In statements of this fundamental 
principle of value it is often said simply that selling price, or 
e\c hange value, depends on marginal utility. The assumption is 
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here tacitly made that all the buyers arc in the same position and 
that all have the same means. From this it would follow that a less 
sum of money paid out denoted a less satisfaction, and that lie who 
bought the last unit of the whole supply was not only the last 
purchaser but the purchaser to whom that unit gave the least satis- 
faction. The fact is, however, that purchasers have very different 
means and, as just pointed out, this circumstance is of vast impor- 
tance in explaining the fall in price which actually takes place 
when supply is increased. The dependence of selling price on the 
last purchaser (or the last purchase) is not affec ted by the in- 
equality of incomes. But the signific ante of the final purchase for 
the utility or satisfaction-yielding power of the last installment of 
the supply is much affected. 

We may speak, therefore, of marginal xfeyidibility, 'Fhe common 
formulation by economists, that price depends on marginal utility, 
tacitly ignores the effects of inecjuality. 'Lhe term “vendibility” 
points to the dominant position of the price at which the last item 
is sold, and makes no implication c'cmc:erning the satisfactions 
secured by the person who pays this price. Marginal vendibility 
is the resultant of two forces, diminishing utility of suc cessive units 
and inequality of inccimes. So far as concerns the immediate de- 
termination of price and the mechanism of sujqdy and demand, it 
is not material which of the two happens in a given situation to 
be of most effect. The (outcome is the same: increase of supply 
leads to a decline in price. But the scx:ial signilicance of jnice 
fluctuaticms and of the working of supply and demand is very dif- 
ferent according as the one or the other is of contrcdling influenc e. 

The simple and familiar fact that a rich man, when paying out 
a given sum of money, often gets less satisfaction than a poor man, 
when he pays out the same sum, is expressed in more technical 
terms by saying that the marginal utility of money is less to the 
rich than to the poor. A dollar signifies little to the man of means. 
If he parts with it, his loss in welfare is vastly le.ss than that of the 
poor man w’ho parts wath the same amount. A high price therefore 
does not necessarily indicate great utility to those paying it. It may 
signify only that the marginal utility of money is small. 

The phrase “marginal utility of money” must, however, be used 
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with (aiiiioii. Money has utility in a (lifFereiil way from nthei 
thini^s. h is vahi(‘(l not hecausc it serves in itself to satisfy wants 
hut as a medium ol ex( han^e having pun hasing power over othei 
things, (iold jewelry is subjec t to the law of diminishing utility 
prec isely as other things are. But gold coin — money — is subject to 
it only in the sense that an individual buys hist the things he prizes 
most, and then cjthei things in the order of their smaller utility. 
Sti i( tly speaking, the statement that money has varying utility and 
that there is a marginal utility of money is only a way of saying 
that the things bought with money have varying utility, and that 
some among them are at the margin of utility.* 

J:} r,. I he (orHejrtions of total utility and marginal utility lead 
to that of (onsumcr’s surplus. 

Consumer 's sur|)lus is the phrase applied by Professor Marshall 
to the dilfeieme between the surrr whic h measures total utility and 
that which measures total exchange value. Lhe total exchange 
value of a sc*t of goods is obviously the ]>rice per unit multiplied by 
the number of units. But the total utility of the urriis as they come 
to be car joyed is a differ ent cpiatrtity. riurs, our orairge eater would 
have beerr willirrg to jray for the first or ange r,o c errts, but had to pay 
only r, cents. He had a “surplus” of 15 cerrls’ worth of satisfactiorr. 
Using the satire tigures as before for the su|)posecl supply of live 
orange's, we gel the following c orrrpar isorr between the prices that 
would have* l)cc!i paid and the price's that were paid in fact, the 
dillc rc'nc e indicating consumer s sur |)lus. 


I'or the liist oi.inm* 
l i)r the or. mm* 

l or llu* iliiril or.inu[c . 
tor the lourih or.nim* 
I'or tli(* tilth oranm* 

Tor the whoU* supply . 


INiifmim 1’hu k. 
Mf vsi kiNi; 1 ui Ai. 
l ilt irv 

.*\<.n M. I’rk K 

C^>NSrMER’s 

SCKFIXS 

r)^> 

5 

45 

‘5 

5 

‘20 


5 

10 

to 

5 

5 

5 

5 



-^5 

80 


’ See wli.it is s.tiil limlicr on iliis topic, ami on the pcculi.iritics of ilie value of 
iiioncv, in t'.rtaptcr iS, 
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The case is stated here in the simplest terms, and on the assump- 
tion that the price of this small supply of oranges ^vould be de- 
termined as is the price of the usual large supply of commodities 
as they come to market in the actual world — by the price which 
carries off the last increment. Without stopping now to inquire 
how far this assumption in fact holds good where a very few com- 
modities are put on sale,^ let us consider the nature of consumer’s 
surplus as here typified. 

How substantial is this surplus? and how far is this mode of 
measuring it satisfactory? To ask these questions is only to ask, 
in (different words, how substantial total utility is and how far we 
can measure total utility. 

One limitation of the first importance has already been indi- 
cated when considering marginal utility and its ccmnection with 
demand. If all persons had the same income, then willingness to 
pay a given amount for an article might be fairly assumed tcj mean 
that the article had the same utility for each of them. But sc^me 
have greater incomes than others; the marginal utility of money 
is less to the rich; and the payment by them of a larger sum docs 
not signify a higher utility. Price depends — to use the phraseology 
suggested a moment agcj — on marginal vendibility, not simply on 
marginal utility. A rich man will pay for hothouse fruits or vege- 
tables a sum cjuite out of the cjuestion for a perst^n of modest 
means. The latter might secure at a season of greater plenty pre- 
cisely the same things for a price much lower. The rich man 
probably gets no greater enjoyment from his expensive purchase; 
or, if so (counting as part of his pleasure the gratification of the 
love of distinction) , by no means in proportion to the higher price 
he pays. If some of the familiar comforts of civilized life became 
scarce — fresh milk or good bread — they would command a high 
price, even if all persons had the same incomes. But the price 
would go still higher if there were a circle of persons able and 
ready to bid heavily for them without making serious gaps in their 
incomes. 'Lhe special increase of price resulting from tins latter 
circumstance is indicative not of specially high utility but of large 
means for purchasing utilities. 

^ See Chapter lo, §9. 
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Still aiK)thcr (jiialificatioii is suggested by this fact of inecjuality. 
Many ai ti( les whi( h < (Jininand a high price satisfy the passion for 
display. Sue h are the precious stones, rare paintings and statues. 
N(j doubt many things of this sort — the great works of art — arc in- 
trinsically l)eautiful and yield enduring and unalloyed pleasures; 
and it is their intiinsic beauty, tested by time, that is the basis 
r>f their high value. Yet since they are nire as well as beautiful 
they satisfy also the dec'p-iootefl instiiu I ol emulation and desire 
for distirr< tion. I liey have what has been called a prestige value, 
(ommanding a higher pi ic e simply because they are already high 
in price. Su|)pose now that such things became common and there- 
fore- c heaj), that diamonds, for example, bec ame very plentiful and 
that tlic*ir pr ice* fell to some such level as that of glass beads. Ehc 
intrinsic c|ualities of diamonds would remain: their luster and 
brilliancy, their haidrress. The satisfaction which the previc:)us 
lirnitccl supply had gi\en might be thought, therefore, to remain 
uncliminishecl. ^’et in fact it would be vastly diminished; for 
di.mronds would no lorrger be eviderre c-s of wealth and soc ial sta- 
tioir. Consumc-r \s sin |)lus, as measur ccl by the previous high pric e, 
would c‘va|)oi*itc“. 

Coirsumci’s surplus is thus unsubstantial for a considerable 
larrge of artic les nruc h estec*rned and paid for at high prices. Not 
only the I i\or itc* objc-c is ol ric h collc-c tors, suc h as rare |)aintings 
and books, belong in this c lass but many othe rs which arc not com- 
rrronly thought ol as bc*loirgirrg there. Ilandsorne houses, fashion- 
able* ( lothc s, c*\c‘n c hoice food, gc-t no small p.ir t of their power of 
vic-lding ulililic*s hour their satisfyirrg the serrse of distinction. As 
to all thc-sc*. total utility arrcl consurnc-r ’s sur plus arc* highly elusi\e. 

.Vrrothc i cpralilic alion conc enis ar tic les at the other end of the 
sc ale* things of sirrrjrle necessity. .Measured irr teirrrs of the prices 
that cvoulcl be* gi\en for the early closes, eorrsumer s sur plus is very 
high lor bread, c lolhing, houseroorn —for the minimum of fcjod, 
raimeirt. arrcl shelter. Rather than dis|)errse with these, anvlhing 
W(Milci be* gi\e*ir; life itself de pends on therrr. 1 oial ulilitv and corr- 
surner s rent might be c alc idalecl to be inlinile. Ger tairr it is that, 
were* the*se* things to be'eonre scarte, their price would go to a ver v 
high rarrge; and this irrespective of whether there were cji were 
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not inequalities of incomes ainoni; the pun hasers. Uut a (juestion 
may be raised as to the nature of the utilities derived from hare 
necessaries. Hie satisfaction they give is of a negative sort. Fhe 
chronicler of Lewis and (dark’s expedition across the American 
continent narrates that at one stage the explorers subsisted on 
dried salmon in the form of a tasteless powder, so unappeti/ing 
that only the absolutely necessary amount was eaten. Some such 
situation was in the mind of an ingenious and stimulating thinker. 
Professor Patten, who distinguished between a “pain economy” 
and a “pleasure economy.” The first phrase describes that eto- 
nomic stage in whicli the efforts of man sullice only to yield the 
indispensable minimum: to prevent hunger, thirst, free/ing; to 
ward off pain, not to yield satisfaction. Lhe second descrilies that 
better stage when the first elemental wants have been attended to 
and positive enjoyment begins: when food is appetizing as well as 
suflicient, when clothing and houseroom are attractive. Now in 
reckoning total utility and consumer’s surj)lus we do well to be- 
gin only when this second stage has been reached. Let those 
utilities which are of the indispensable sort be set aside. Only 
where the stage has been reached of possible comfort, of some 
choice in the direction of expenditure, can there be anything in 
the nature of a real surplus of satisfaction for the consumer. 

This is true not only of absolute nec:essaries but in a good de- 
gree of (onventional necessaries. Equipages and horses were for- 
merly conventional necessaries for many members of the (lon- 
tinental aristocracy. They were immensely missed if the individual 
had to give them up. Yet the real enjoyment from them was doubt- 
ful. So it is with the starched linen and close-fitting clothes of the 
well-to-do, which are insignia of the wearer’s exemption from 
manual labor. The satisfaction from them is chiefly negative; their 
loss would be more keenly felt than their presence is enjoyed. 
Positive satisfaction is indicated in very uncertain degree by the 
price which under the stress of convention the individual would 
pay for such things rather than do without. 

Not the least of the difficulties in the ^vay of measuring utilities 
by potential prices is the practical one that we have no means of 
knowing what prices would be paid for the several installments 
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of a ( oinnioclity if they were offered one by one. In our illustrative 
(ase it has been assuinefl that the first orange would be so greatly 
enjoyed as to (onnnand a price of 50 cents. Hut in hardly any 
a( tual ( ase do we know what price would have been fetched by the 
first installment (jr by a series of earlier installments. All we know 
is that they would command much more than that settled by 
marginal vendibility for tlie a< tual supply. VVe have some informa- 
tion ftho not vei y miu h even here) regarding the variations of 
|)i i( cs in the neighborhood of the range familiar to us. We observe 
how oraiiges, ( igars, bread, meat, sugar, g(^ up and down as the 
^piantities become somewhat greater or less than those usually 
|)ut on the niaiket. Hut we liave no precise knowledge of what 
would happen if the (pjantity were to vary greatly fr(;m the usual 
amount. Statistics of |nices, however |)erfe(:ted, throw no light on 
the very high range that would be paid if supply became very 
small. 

I hc‘se acc umulated diffic ultic*s make it impossible to measure in 
anv precise way total utility or consumer’s surplus. The figures 
whi( h have been given for illustration are useful in making the 
conception clear but are misleading in that they imply accuracy 
of measurement. We eannot set down the ccmiplete price schedule: 
and even if we could the differences in incomes, the illusiveness of 
|)resiige, the doubtful satisfaction of a pain economy, combine to 
render a c alc ulation of real enjoyment imprac tic able. We cannot 
measure with any apprexu h to ae:c iirac y the satisfactions got from 
wealth. 

None the less, total utility and consumer’s surplus are not fanci- 
ful. That they are real is shown by their accord with familiar 
phrases. W'e often say that we get a thing for less than it is worth 
to us, meaning th.u what we give for it offers less satisfac tion than 
the thing we buy. I his is merely stated with more care and pre- 
c ision wluai we say that a consumer’s surplus is sec u red. I'ho that 
surplus may not be measiirable with accuracy either at the lower 
e nd of the scale of consumption where bare necessaries alone are 
bought, or at the upper end where mere vanity is satisfied, it is 
unmistakable in regard to what may be called the enduring com- 
forts of life. A varied diet, abundant hoiiseroom, clothing and fit- 



§ 6 ] 


VALUE AND UTILITY 


119 

tings that permanently please the taste, the gratification which all 
get from the mimic arts, distraction coming after monotonous 
work, the pleasures of the intellect — these are thin';;s not less en- 
joyed when abundant and cheap. They often have a utility much 
greater than is indicated by the price of them. Tho their utility be 
not susceptible of measurement, total utility is large and con- 
sumer’s surplus is correspondingly large. 

§ 6. The discussion of utility, total utility, and consumer’s sur- 
plus leads to another question: how state and measure the income 
of a community? 

An individual usually thinks of his income, and measures it, in 
terms of money. So long as the prices of commodities and services 
remain the same this mode of estimating income is for most pur- 
poses sufficient. The condition stated — of stable prices — is ob- 
viously important. If all money incomes double, and all prices 
also double, the community is no better off than before. It simply 
conducts its exchanges with a different scale for the medium of 
exchange. 

Hence we proceed naturally to the next step. Money income is 
significant simply as a way of measuring the quantity of the things 
which the money buys. We may think, therefore, of real incomes 
in contrast to money incon^e — of the necessities, conveniences, and 
luxuries of life. We must reckon also, as part of real income, the 
services of those who used to be called “unproductive” — actors, 
musicians, servants, and so on. The more we can get of such “real” 
income, of all kinds, the more prosperous we are as individuals 
and as a community. 

But we may go a step beyond. We have seen ^ that production 
consists in the creation of utilities. Now just as all production in 
the last analysis consists in the creation of utilities, so all income 
consists in the utilities or satisfactions created. Economic goods 
are not ends in themselves but means to the end of satisfying 
wants. In a preceding chapter we have distinguished between 
capital and wealth which is not capital, or (in other phraseology) 
between consumer's wealth and producer’s capital. But consumer’s 
wealth, which we may treat in one sense as “real” income, is an 

’ See Chapter 2, § 2. 



120 


\^\LLK AXD EXCHANGE 


[Ch. 9 


insti uincnl no less tli;in piodiuei *s capital. It too is a means, not 
an end. Oin f(K>d, ( lotliin^, furniture, may he said to yield psychic 
iiKome. riiey shed utilities, so to speak, as lonj^ as they last. In the 
linal analysis the income of an individual or of a community con- 
sists of the* sum of utilities steadily accruin;^ from its store of goods 
and services. It cemsists, that is, cjf the tcjtal utility of all. 

Xevei ihc lcvss, for almost all purposes of ecxjnomic study, it is 
hest to content ourselves with a statement, and an attempt at 
mc-asurement, in terms not of utility hut of money income or of 
ic*al income*. The icason lor this rejection of a princ ijjle which is 
in ilsell sound lies in the cone lusion just rc ac heel regarding total 
utility and consume! ’s surplus: tlu‘y c annot he measured. 

rile other ways of stating and nuasm ing income lead to results 
ol some- c c i taint y. We c an measure mone y income. Eho our statis- 
tic s for the total monc-y income of (say) the people of the United 
States ate lai fiom complete, the task of ascei taining that income 
is not hc)pek*ss. Indc'ecI, it has heen ate omplisheci for some coun- 
tiies with sullic ient acc tnacy. We can also measure the general 
lange of pi ic es. Wc* know, therefore*, whether a given sum of 
monc*y incomes at one* time* means more th.m a gi\c*n sum at an- 
oihc*r time*. II ^vc• know tint money incomes ln\c* increased, and 
that the langc* (»f pric cs is line hanged. \yc* arc* sme* that real income, 
in tc*rms ol coiisiimahlc* commodilic's, has iiuieased. 

I' uitlu'i. wc* c an do somc*thing toward mc asuiing “rc*ar’ income 
diiec tlv. \\ c* c an .isc e rtain what h.is hec*n the consumption j)er 
head of population, at clillerent times, of such articles as Hour, 
sugar, le.i. collec*. cotton, wool, and the like. The lesults give sig- 
nilicant indie at ions rc*garding the inc rc*ase ol income in terms of 
coinmoditics. W'e know that the average* consumption of such 
things has nuu h inc leased in re*cent limes and that material wel- 
l.ii c* has so far achanc c*cl. 

But how far tot.il utility or “p.sychic* ineome*’’ has increasc'd we 
have* no ac c urate* notion. We mav feel sure* that it has inc leased in 
some degree*, hut whet her in the same degree as consumer’s wealth, 
c»r ill lc*ss de*grc*e. or even in greater, we do not kne^w. We cannc:)t 
measure how great total utility was before the* increased supply of 
e'conomic goods or henv great after. The supply of the things 
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which minister to enjoyment can he measured !)ut not enjoyment 
itself. Virtually all problems of legislation and applied economics 
can be settled, and habitually are settled, according to the restilts 
in terms of the former sort of income. Hence we do best, for almost 
all econcnnic reascjning, not to gc:) beyond the tangible and measur- 
able facts of consumer’s wealth. Even tho consumer’s goods be but 
a sort of capital, and even tho total utility be in the last analysis 
the true income, the c:)nly kind of income about which we can 
reach results of ejuantitative accuracy is that “real” income which 
consists C3f enjcjyable things. 

§ 7. "1 he principle of diminishing utility, if applied unflinch- 
ingly, leads to the conclusion that inccjuality of incomes brings a 
less sum of human well-being than ecjiiality of incomes, and that 
the greater the inequality, the less the approach to the maximum. 
If additional increments of any commodity yield less enjoyment 
than preceding increments, the same is true of increments of in- 
come in general. A man who already has live oranges gains less 
from a sixth than he who has but one orange gains from a second. 
A man who has an income of $10,000 gains less from an additional 
$100 than does the man who has an income of $1000. This is stated 
in another way in the proposition that gambling between persons 
of ecjual income always brings an economic loss. If two men, each 
liaving $1000, bet $100, the gain to the n inner from the increase 
of liis possessions to $1100 is less than the loss to the loser from the 
drop of his possessions to $900. All this follows directly from the 
hedonistic calculus — from the principle of diminishing utility. 

It hardly needs to be said that this hedonistic calculus does not 
tell the whole story of human happiness. One of the unfailing 
sources of satisfaction, deep-rooted in human nature, is the re- 
sponse to the instincts of emulation and distinction. But distinc- 
tion implies inequality. Tho there may be distinction and in- 
equality in other ways — in rank or fame — difference in economic 
possessions has been an immense stimulus and an immense re- 
source to almost all men. Much of the spice and flavor of life 
would be gone with flat equality. 

None the less, it remains true that there is an opposition be- 
tween inequality and maximum happiness. The opposition be- 
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(orrics ohvioirs when the inequality is very f^reat. High disparity 
(j| iiK onies means a net loss in enjf)ynients; the rich gain less than 
the p(jor lose. 1 ho some emulation and distinction be essential 
to a full and happy life and tho some inequality of income be a 
jjei sisting consecjuence of distinction, such great inequalities as are 
familiar in modern society, and indeed in all societies advanced 
mu( h beyond barbarism, cannot possibly bring the most effective 
disti ibution of the material sources of enjoyment. The conscious- 
ness, more or less obsc ure, of the inconsistency between maximum 
well-being and great inecpiality underlies the whole modern social 
movement; this iiKJvement has for its main goal a more equal 
distr ibuti(jn of income. From this flow the characteristic tend- 
encies of our lime— c:urbing of monopolies, extension of gov- 
ernment industry, labor legislation, progressive taxation; last 
but not least, socialism. Inecjuality may be and prcjbably is an 
indispensable spur to the full application of men’s best faculties, 
and an inevitable outcome of free and vigorenis industry. But 
jnifna facie it does not lead to the best distribution of well-being. 
It is always on the defensive; and the greater and more persistent 
it is, the more cliflic tilt is its defense. 

j::; S. 'I'he conceptions of marginal utility and total utility do not 
explain anything and everything in the exchange of goods. They 
aie not to be made a fetish. They bear most on the play of the 
primal wants for food, clothing, shelter, for sim|)le substantial 
comforts. As regards the wide and growing lange of things which 
catc-r to the more sc)|)histic ated conventions and demands of men, 
and especially to that love of distinction which apparently is in- 
born and ineradicable and cerl.iinly plays cpieer tricks, the con- 
cc-ption of total utility seems to be most significant within a mod- 
eiate range of siipplv, and seems not at all to explain what hap- 
pens when (he suppiv is much greater and time longer. Measure- 
nu ni of iitilitv or welfare is least of all possil)le for what we deem 
the higher things of life, literature and music, the drama, painting 
and sculpture, architecture; not to mention religion and the 
altruistic spirit. .Vs the industrial arts advance and the ordinary 
means of satisfaction l)ecome more abundant, as more and more 
of men’s labor and contrivance are turned to other than the 
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primal wants, llic play ol dcniaiul bcconu’s irrc;j;ular and even 
(apiicioiist and this holds even lor the wants ol the lower range. 
At the same time, as the sen.se of eommon dependenee and eom- 
mon interest becomes greater, individual wants and satisfactions 
tend to become less important than those which are felt by ail to 
be for the good of all. What promotes well-being and happiness 
comes to be in less degree a mtttter of the maximum satisfaction 
of the individual and in greater degree one of the happine.ss of 
grotiits, communities, nations. 

The economist may put such reflections aside, not because he 
thinks them irrelevant or unimportant but because they do not 
come within his range. Yet they cannot fail to obtrude them- 
selves on him and on his readers. Relevant they are, and im- 
portant; set aside merely because calling for a different sort of 
a|)proach and perhaps a different type of mind from that which 
aims primarily at some exactness in the ejuantitative measurement 
of the consequences of man’s work and wealth. 
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MARKF.T VALUE. DEMAND AND SUPPLY 

sij I. ’rh(‘ (onditions of (leinand and ihe demand fiirvc. — §2. Demand pos- 
sibly djs( ontinuoiis, usually rontiniious. Klastiu and inelastic demand. — 
J:} How value is deieiinined by marginal vendibility, lor a fixed supply. 
I he (‘(juatioii ol deinand and supply. — ^ A varying supply: the ecjuilib- 

riutii of demand and sup|)ly. — v;} 5. How far the supposition of a fixed 
supply, how far that of a vaiying supply, conforms to the facts. The cir- 
cumstaiu(‘s that ad on daily and on seasonal prices. — §6. Qualifications 
as to the market value of capital goods. — 7. Retail prices seem to follow 
wholesale prices, but in the end govern whole.sale prices. The advantage 
of li.\ed retail prices. — ^ H. Current market prices are what people com- 
monly mean when they sjjeak of “fair'’ prices. — § y. Sporadic cases where 
value is allec ted by utility to sellers. 

I. In (Ik* |)ic‘( (‘ding (ha])tcr the first |)riiuij)Ie of value has 
heeii slated. The value of aii article depends on its marginal 
veiidihiliiy. It i.s the pric e at whic h the last installment can be dis- 
posed of the price that settles, in turn, under the ordinarv 
conditions of competition in the market, the price at which the 
whole su|)ply will he sold. It remains to illustrate this principle 
further, and to explain in what mannei it operates in the com- 
plexities of actual life*. 

Let us first illustrate the main principle gra]du(:ally. On 
I'igiut’ I, pi ic c's aic* measurc‘cl along the* pc*rpenclic ular axis Ol’,* 
(plant it ies, i.e. the several installments oflered in the market, 
are measured on the hori/ontal axis 0.\. l.ui it be supposed that 
the first close, sav ol sugar, is represenied bv the hori/ontal line 
0.*f, and that this close woidd command the i)rice OP. Its valtie 
would then be inclicatc'cl by the area OP.VA — the ejuantity multi- 
plied by the price. Su|)pc)se now a second dose to be offered, in- 
clicatt‘d by the line AH. Under the influence of the principle of 
diminishing utility its price would sink to OP', ancl the whole 
su|)plv would now be .sold at this price (or rather, as will presently 
be explained, at no higher price than this) . The total value of 
the increased supply would now l)e indicated bv the area OP'B'B. 
Add now another dose, the supply being OC; the price sinks 
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again, and the value of the whole supply is OP"C'C. And so 
on, with the supply OD, the price will be OP'", and the whole 
value OP'"D'D, and with the supply OE, the price will be OP"" 
and the whole value OP'^'^E'E, 

Strictly speaking, under the conditions here assunied, we should 
not know that the price for the quantity OB, tor example, was 


Y 



Fig. I 

fixed at the amount indicated by the lines OP' or BB\ We should 
only know that it was not higher than OP' and not lower than 
OP" (CC') . In order to induce the supply OB to be taken off, 
the price must be at least as low as OP'; otherwise the buyer 
^^ould not take it. But if the buyer offered less than OP', the 
seller would still rather dispose of his supply than have it left 
on his hands; and until another potential buyer came on the 
scene, there is no telling what price the seller might not accept. 
But if another buyer comes, to whom the dose has the utility 
measured by OP", and who is willing to pay the price so meas- 
ured, the seller can compel the second buyer, stationed at B, to 
pay at least as much as the third competitor, stationed at C, 
would offer. Price, therefore, would be somewhere between 
OP' and OP", or somewhere between BB' and CC'. So in each 
of the successive stages. The price must be at least low enough to 
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Ifiiipt the last buyer who must be eallecl in to dispose of tlie 
whole supply (dfered. It may a bit lower than this, until the 
point is rear heel at whi( h a new buyer would enter and pi event 
the nuae desirous buyer — the more ‘‘eapable buyer, as he has 
sometimers been called — from beating the seller down. If theie 
be a considerable dillerence between the* utilities of the install- 
mcaits to successive buyers, there is ;i considerable lange within 
whic h pric e* is inde te rminate. 

jjj 2. In the* oiclin.iry course of busiiu'ss dealings there are no 
sue h abrupt stage's in demand as the j)iec eding diagram (Idg. i) 
assumes. 1 heic* ate not a paltry hall cIo/t*n j)ur(hasers, and a few 
pic*c c*s on sale, loi anv givc*n artic k*. I here are many buyers, t(3 
whom grc*at supplies are* olle‘re*d. Among the many buyers there 
are* always some just ready to ste‘p loiward, tej W'honi the util- 
ity of the additiotial dose is only a shade* less than was the utility of 
the* pie*\ious dose* and who are the*re*rore called into the active 
pure hasiug mai ket by the* Iowe*r pric e*. I his situation is described 
by saying that demand is continuous. \\’he*re there are gaps be- 
twe*e*n the* utilitie*s to dillerent purchasets, and e:cmse(|uently be- 
twee*u the* |)rices thc‘y aie* willing to pav, de*mand is discontinuous. 
I'oi most de'alings in modern e ommunit ie*s the points are so near 
togelhe*! the gradation ol utility and de*mand is so close — that 
(lu*v mav be re pre sented as joined into a line oi c in ve. That curve 
has a smooth downward iuc lination Irom leli to right, like* the un- 
broke u line* DD' in l igure* 2. It iudicales that suece‘ssi\e“ doses ol 
any aitic le have* graduallv diminishing vendibility and must be 
olle*re‘cl at })rii e*s that iuse*nsiblv be*(onu* lower and lower as greater 
c|uatit itie*s ate* dispose*d ol. It is c alk'd the* ilaiunid cun>t\ 

I he* c ui\e* indic ates the nature of the* de niand lor a commodity. 
I'he* ra/c* at whic h the c|uantitv puie hase'd lor brevity it may be 
calk*d the* consumption responds to changes in price will differ 
according to the commoditv, and foi anv p.nticnlar commodity 
the* rc‘sponsi\ fuess ol cousnmplion to e h.inges in price mav vary 
o\c‘! dille*!e*nl sections of the t nrve. II the demand cur\e descends 
slowlv fiom a particular point — as does the dashed line ee' from 
the point /* in l igure * 2 — it indie ates that with a small decrease in 
j)iiee consumption increases rapidly. If a small change in price 
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lends to a change in consumption greater in proporu ni than the 
change in price, i.e. it demand is very responsive to a change in 
price, as is indicated by the dashed line cc' in Eigure 2. the demand 
for tlie commodity is said to be clastic. On the other hand, a curve 
descending more quickly from a given point, as do :s the broken 

y 



line ii' from the point P in Figure 2, indicates that utility or pur- 
chasing power diminishes rapidly; additional purchases are not 
made readily with a decline in price, and the decline in price with 
a given increase in supply is more abrupt than in the preceding 
case. In this case the demand for the commodity is said to be inelas- 
tic; consumption does not respond readily to a lowering of price; 
the proportionate increase in consumption, with a small change in 
price, is less than the proportionate decrease in price. The cause 
of inelasticity must be in some degree a rapid diminution of the 
utility of added installments, but the cause may be in large part 
an inequality in means. If some purchasers are very rich, others 
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wcll-io-rlo, ni.iny others poor, ( oniinoditics may meet a highly in- 
(•las!i( fiemanci in I he mai ket but not necessarily suffer a corre- 
s/>onding (litnijintion in tiieir power of yielding enjoyments to 
mankind. 

If we were Uj use the term “inelastic” in strict accord with its 
ordinal y ( onnotations, we slujidd say that demand was inelastic 
Old) wh(‘n lire (piantity purchased remained the same whatever 
die pr ic e. I he* demand c rirve would then he a perpendic ular line. 
And we should say that demand was elastic if the cjuantity pur- 
( has(*d inc reased e\c‘n to the slightest extent as jjrice declined. 
Sinc e* evc*i y commoclily (the exc eptions are negligible) is bought 
in somewhat greaic r c|uantity at a lower price, the demand lor 
every conmrodily woidd their be elastic. In this meaning of the 
lerrir there* are* degrees of elasticity, but inelasticity of demand 
hardly ever appears. 'Hie eommon usage of writers on eco- 
nomics, howe*\e*r, has gi\err a different meaning to “elastic” 
and “inelastic ” de*rrrancl. In this usage the c urve DJy on Figure 
2 is a curve* of unit e‘las(icity, while the turves cc^' and are 
(nr\e*s r espet t i\ e*lv of elastic and iuelastie demand. Fhe divid- 
ing line be*lweeir e*lasli( itv and ine*laslit il v is |)laee“d at the stage 
where the e lastic itv of demand is unity. Imagine a commodity for 
\\hi(h the* s.mie ide irlieal sum is always spt iu by purehaseis. I he 
(|iiantitv pniehased does indevd iut lease as j)r it e falls, but in- 
cit*ase*s in c*xa( tlv such pr()|)ortion that the cjuantity multiplied by 
lire price always yields the same product; and, on the other hand, 
while the cju.mtitv j)ur chased bc'tomes less as the price rises, the 
diminution is sue h th4it at the higher price |)t*r unit the total spent 
still rc*mains im. liter e*d. This sort of ease we descr ibe bv saying that 
the elastic itv of demand is unitv. Gompaie such a commodity with 
one* of which the cjuantity pinehasc*d increases greatly as price 
declines so gre.itlv that the total spent at each several stage is 
gre.itei than at the prec eding stage. Elastic itv of demand is then 
greater than unitv. ( lonver.selv, if there be still another com- 
moditv of which the cjuanlitv purchased, iho it increases as price 
de‘clines. increases so slightlv that the total amount spent at each 
se\c*ial lowered price bc’comes actuallv less than at the preceding 
stage, then elasticity of demand is less than unity. It is convenient 
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to give precision to the difference of degree by speaking of the 
first sort of case as showing an elastic demand, and by speaking 
of the second as showing an inelastic demand.^ 

The demand for necessaries is inelastic. Nearl) the same quan- 
tity of bread will be bought, whatever the price. No doubt a high 
price ^vill in some degree check consumption, and a low price 
will lead to more liberal aud careless use. Rut when the indis- 
pensable supply has once been got the decline in utility because of 
greater quantities is rapid. For articles of this sort a comparatively 
small shortage in supply will cause a proportionately large increase 
in price, while a comparatively small redundancy will cause a 
proportionately large decline. The curve W is the graj)hic repre- 
sentation of the inelastic demand for necessaries and of the rela- 
tively large fluctuations in price induced by relatively slight 
changes in supply. 

Any article which, tho not necessary, is yet clung to with per- 
sistence by consumers has similarly inelastic demand. Meat for 
exam|)le, tho not a necessary, has an inelastic demand among the 
well-to do. On the other hand, the substantial comforts of life — 
things not indispensable yet prized by all the world — often have 
an elastic demand. Such are those articles of food which, tho not 
necessaries, please by their flavor and variety — sugar, fruits, 
vegetables, tea, coffee. For almost all except the well-to-do meat is 
such an article. In the upper part of the supply it has an inelastic 
demand, in the lower part a very elastic demand. 

In general, elasticity of demand is increased by an ecpial dis- 
tribution of wealth, while an unequal distribution leads to inelas- 
ti( ity in demand. This effect of inecjuality illustrates once <again 
the ( aution which needs to be observed in applying the principle 
of diminishing utility to the phenomena of value as they appear 
in modern communities. If all people had the same incomes 
diminishing utility would be the one cause acting on the elasticity 

‘ 1 he demand curve of a commodity for which the elasticity of demand is unity, 
is a rectangular hyper!)ola. It is a curve such that every rectangle drawn parnllel to 
the axes (asymptotes) of our figure, of which the corner impinges on the curve, has 
the same area. This is the nature of curve DD* in Figure 2, in wfiich curve ee* in- 
dicates elasticity of demand greater than unity and curve iT indicates in- 
•iasticity. 
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of demand, and the inclination of the demand curve would be sig- 
nificant of tlie rate of diminution in the enjoyments yielded by 
successive increments. In fact, the demand curve is much affected 
by the circumstance that persons of means can afford to bid high 
for the first increments, while the great number of those witfi 
small means cannot bid until a low price is reached. The lower 
bids (A die latter mean nc»t so much a diminution in enjoyments 
as a scantness of money means. 

3 . We proceed to consider how the mode in which the value 

or jn ice of an article is de- 
termined at any particular 
time — the problem of mar- 
ket value. 

Suppose the supply of a 
commodity to be fixed; sup- 
pose it to ])e offeied on the 
market by competing sellers; 
su[)])()se it all to lie offered 
without reserve, fhen the 
value of that commodity will 
be determined by its mar- 
ginal vendibility. If all is not 
sold al that pi i( e by the (om- 
peling selleis. some pari of the slock will not be (lisi)osed of. I his 
silualioii is gi ajiliit ally represenled in Idguic* (iixcii an amount 
OS, ilu‘ resulting pi i< v will be at the point where the perpendicular 
line SS' will c ut die demand dirve 1)1)'. T hai line (SS' ^ OP) 
iiieasiiies die marginal vendibiliiy of the supply OS, and so meas- 
ures the pritc* al which dial supply will be sold. 

rile lolal e\( hange \ alue of the sup|)ly is indic ated bv the area 
OPS'S the* su|)plv mullij)lied bv the price. Total utilitv is indi- 
calccl bv the irrc'gidar arc*a DOSS': c'onsumer's surplus by the 
(more* or less liiangular) aiea DPS'. Those pun hasers who. ralher 
than go without tlu* arlich*. would ha\i‘ bc'en willing undca stress 
to pav a higher price than SS' as high .is OD -secure some sur- 
plus of satisfac lion. 

The same pro])osiiion rc‘garding the mode in which the value of 
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ail article at any given time is determined was stated by ilie older 
writers in a somewhat different way. They said that market 
value was settled by the equation of supply and demand. The 
everyday way of putting it is to say simply that the value of a 
thing is determined by supply and demand. This is lo(3se, since 
it implies that supply and demand are causes tliat act independ- 
ently, and are not themselves inllueiued by price. Demand 
in the sort of case here supposed is certainly affected by jnice. 
The lower the price of an article, the more oi it will be demanded; 
the higher the price, the less will be demanded. To say that price 
depends on demand, therefore, seems to be reasoning in a circle, 
since, if price is affected by demand, demand is no less affected 
by price. Hence the more careful phrase just (pioted: the eejuation 
of supply and demand. Given a fixed supply, there is one price at 
which the quantity demanded will be just equal to the fixed 
quantity supplied. To assume that there is one such price, and 
not more than one, is to assume continuity of demand, as ex- 
plained in the preceding section — an assumption that holds good 
of the vast majority of articles bought and sold in the markets. 
Idiis one price evidently represents the marginal vendibility of 
the supply. Tho the phrases “marginal utility" or “marginal 
vendibility" were not used by the older writers, their statement 
in terms of an equation of demand and supply is substantially 
the same proposition as the more modern one which reasons on 
the basis of diminishing utility, marginal utility, and marginal 
vendibility. 

§ 4. In both of tliese statements of the principle of market 
value — the older one of an equation and the newer one of the 
marginal vendibility of supply — the underlying assumption is 
that a fixed quantity is put on the market. But is this assump- 
tion tenable? Does it conform to the usual state of facts? We have 
just said that demand, in the sense of quantity demanded, is not 
independent of price. Is not the same true of supply? In the 
ordinary case it is hardly accurate to say that the quantity offered 
in the market is fixed, and is independent of price. As price goes 
higher more sellers will be tempted to offer their wares, and 
supply will become larger. As prices go lower, supply will become 
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Sinai U r. Must not the theory of market value be adjusted to vari- 
al)le su|j|)Iy as well as to variable demand? 

In some instaiues the supposition ol a fixed supply is clearly 
in accord with the fads. When a large crop of strawberries comes 
on the market it must be disposed of once for all. There is no 
keeping bac k any part of the supply of a perishable commodity. 

Ehe total (juantity on liand must !)e disposed of for what it will 
letc h lor the marginal price. Not very long ago the list of com- 
modities of this kind was a large one; it included fresh fish, all 

vegetables and fruits, 
even meat. Modern irn- 
prcjvements for the pres- 
ervation of nearly all such 
things, thru cold storage 
and canning, have greatly 
shortened the list. Most 
commcKliiies are not put 
on sale with headlong 
suddenness. They are of- 
fered in installments, 
riiey come into the mar- 
. . . , kel in a flow or stream, 

II II Y" 

O A P' A' ^ abrujnly offered 

stock. "Ehe rate at which 
they come in and the 
amount which will be ofTercxl at any given lime depend on the 
|)i it c‘. A higher pi it e cpiic kens the flow and le ads to larger supply; 
a lower pric e* c hec ks the flow. 

It is not cliHicuil to adjust the theory of market value to the 
case of variable sup|)lv. On Figure let SS' represent the con- 
ditions of a sup[)Iv that varies with price, becoming greater as 
price rises and smaller as price falls. Here, as on the previous 
figure's, cjuantities are measured hori/ontally along the axis OX 
or parallel to it. and prices perpendicularly along the axis OF or 
parallel to it. .\t the price SA, we may suppose the quantity OA 
to he forthcoming on the market. As the price rises the quantity 
inc leases. At the price PP', the quantity offered is OP'; at the price 




§ 5 ] 


DEMAND AND SUPPLY 


133 


the quantity offered is OA\ Evidently the line SPS', which 
is the supply curve, has an upward inclination, the reverse of the 
inclination of the demand curve DD'. A rise in pr^ce, which causes 
the quantity demanded to become less, causes the quantity offered 
to become greater. 

The supply and demand curves, moving in opposite directions, 
must meet, and in our figure they meet at P. The price PP' is 
the equilibrium price, the market price fixed by tlie play of vary- 
ing supply and demand. At that point the quantity offered is 
equal to the quantity demanded: the equation is satisfied. If a 
higher price is asked, the quantity demanded will be less and the 
quantity offered will be greater. Sellers will put on the market 
more than buyers will take; price will fall; some sellers will then 
withdraw and some buyers will come in, until equilibrium is 
reached. And so in the reverse case: at any lower price some sellers 
will withdraw, some buyers will be tempted in, and readjustment 
will again bring the price to the point of ecjuilibrium PP\ 

§ 5. It has just been said that of these two modes of statement — 
the one proceeding on the supposition of a fixed supply, the other 
on that of a variable supply — the second is more in accord with 
the facts. Yet the first likewise is so in accord. Roth must be had in 
mind for an understanding of the course of prices in a market. 

On any given day, in a well-organized market, the actual settle- 
ment of market price undoubtedly takes place thru an adjustment 
of supply as well as thru a response from demand. On the cotton 
exchange or the produce exchange, or in any place where brokers 
and dealers meet, a process of higgling and bargaining goes on. 
More or less of the article is offered and demanded, with fluctua- 
tions in prices which are usually within narrow limits on any 
one day and which result in an ecjuilibrium price for that day. But 
this daily ecjuilibrium price is itself affected by an underlying 
and more imjjortant equilibrium j^rice. While the amount which 
is offered in the market from day to clay — the suj^ply — varies con- 
siderably, and varies in response to changes in jjrices, the total 
amount which can be supplied over a large period usually is fixed. 
Take, as a typical case, the price of cotton, which fluctuates on 
the exchanges from day to day in response to the ever-changing 
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play of offer a id demand. The total amount of cotton available for 
the season is not a variable quantity. It is so much and no more, 
depending on the crop of that season. The price at which the 
whole will be disposed of depends on its marginal vendibility or 
on the equation of supply and demand (whichever mode of state- 
ment be preferred) and is the outcome of a total supply which 
is fixer!. The Hur t nations in price from day to day oscillate about 
this seasonal e(|nilil)rinm j)rice. 

Still using the (C)tt(jn market and cotton prices for examples, 
we may note that, while the supply for the season is fixed, no one 
knows in advaiae with certainty just how great that supply is; 
still less at what pi i( e tlu‘ supply, even if accurately known, would 
he disposed of. lleiKe a period of uncertainty, of rumors and 
guesses, of selling and buying by brokers and dealers and manu- 
fac turers, by any one who ( booses to operate on the cotton mar- 
ket in short, ail the phenomena of spe( illation. Cotton in the 
Stales (the crop in this country dominates the world 
mark(‘t) is picked in the autumn, and the amount harvested is 
known by Diciinber i. Hut thruout the summer months there 
ar(‘ r(*ports ol the (ondition of the growing plants, which fore- 
shadow, thc) with line i rtainty, the amount c^f the coming creq). 
During the |)ii king season more' and more c ca tainty is reached. 
I'inallv, under modern methods of gathering such information, 
the amount comes to be known with grc’at accuracy. Then rises 
the c|uestion to what clc*gree the price will be affected by the 
amount. It is certain tliat a small crop will command a higher 
pric c’, a large c rop a smaller |>ric e. Hut the conditions of demand or 
consumption arc* llucluating from year to year, n(> less than the 
supply freun the c rops. Just what will be the seasonal eejuilibrium 
|)ri(e lor a crop of a given si/e, no one can say in advance. It is 
rcMc bed bv a suc c ession cd tentative market prices. From day to 
(lav, and from month to inontb, the market jnice is settled by the 
adjustment of variable* amounts offered in the market by dealers, 
l-'or the season, it is settled bv the adjustment of a fixed supply to 
the margined pric e at wide h the wliole will be disposed of.^ 

^ n luol h.inlly he said that ‘■iu»iinar’ coiuiitions of marketing are here assumed, 
under which tlic whole of a cotton crop is sold shortly after it is ready for the 
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It is not to be supposed that even on a sini»le day is there one 
price rigidly settled by the equilibrium ol demand and supply. 
Even in the most highly organized markets there may be simul- 
taneous sales at different prices, and where there are newly dis- 
covered conditions affecting the seasonal range, such as a crop 
report, there may be considerable lluctuations in the course of a 
day. These oscillations give the opportunity to the astute l)ar- 
gainer. Some buyers, not cool-headed enough to bide their time, 
will pay more than the equilibrium price. On the other hand, 
some sellers, unduly anxious lest their supplies be left on their 
hands, will sell at less. The shrewd aiul unexci table person, care- 
fully watching the course of dealings, may buy at one j)rice from 
tlK over-eagci sellers and sell on the same day at a profit to over- 
eager buyers. It is sometimes said that all the capital a speculator 
needs is a pencil and a block of paper and all the knowledge he 
needs is a knowledge of human nature. Phis is by no means the 
whole story; yet it is true that a certain fat uity of judging human 
nature and an impassive demeanor are imj)ortant in the etjuip- 
ment of the professional dealer, and play no small part in those 
speculative o])erations which are discussed in the next chapter. 

The more the actual dealings in a market are confined to per- 
sons who are shrewd and well-informed the more prol)able is it 
that there \vill be an exact ecpiilibrium ]Mice. And in any market 
where dealings are habitually conducted on a considerable scale 
there will be an equilibrium price which, tho not rigid, is main- 
tained between comparatively narrow limits, and that price will 
represent the judgment then currently held of the probable sea- 
sonal price. Here, as in all economic analysis, we have to do not 
with hard and fast phenomena but with the wavering doings 
of human beings. For the sake of bringing out clearly the under- 
lying general probability — a probability which often is so great 
as to be virtually a certainty — we state our reasoning and conclu- 

market—picked and ginned. The conditions of the period 1933-39 have been quite 
different, and beyond the ordinary range of economic happenings: the withholding 
from the market and the storage of a great part of the domestic cotton supply by 
the federal government, which guarantees a price to the producers for the supply 
withheld. To such a situation the analysis in the text cannot apply. I undertake no 
guess as to the probable continuation of this sort of public action. 
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sions in serni-rnatheniatical form, as in the diagrams and fij^ures 
that have preceded, lint it must he remembered that the eon- 
( hisions hold ^ood not with mathematical certainty but simply 
as statements of tendencies to which the actual market conditions 
more or less c onform. 

What is tiue (if cotton holds of other aj»ric:ultural commodi- 
ties, whose sup|)ly also is settled by the ( tops of eadi season: of 
wheat, (om and (Jther grains, of hay, fla\ and hemp, hops, sugar, 
tea, ((iffee. Ehere is always a seasonal price, around which fluctu- 
ate the market prices for shorter periods. Something like this 
holds of other c omm(icIitic‘s also. It is true that agricultural 
commcidities shciw more than mcist cithers the temporary fix- 
ation of sui)|ily. rile sujiply cif manufactured commodities 
changes incite smciothly and continuciiisly. The amciunts offered 
in the maikel can often be increased and diminished without 
waiting for nature’s process of growth. Uut even here there are 
im|>ortant limitations. For any given period of moderate length — 
a half year or a year — there is sciinething like a fixed supply. Iron, 
for example, is continuciiisly produced, and the amount cif pro- 
duction responds in some degree to the fluc tuations in [itice. But 
the c|uan(iiy a\ailable foi any given period depends on the mines 
of iron ore and of coal which are open, and still more Cin the 
linnaccvs and works which are ready tci smelt and shape the iron. 

I he* su|)ply c an be iiu t eased or decreased only with considerable 
dillicully. It will not re«idily decrease: continuous operaticiii is a 
condition of almost any prcifit at all and the existing iron mines 
and wot ks will be kept going unless the prospects for profit are 
\ et V bad indeed. Nor c an it be rapidly inc reased. New mines and 
wot ks c an indc*ed be added, but this takes time. Again, tho the 
output from the existing concerns does not come on the market 
at anv fixed or regular rate, the whole of it is almost sure to be 
ollered for sale within the current season of operations. Thus a 
seasonal c‘c|uilibi intn of supply and demand estal>lishes itself. 
.\iound this seasonal price the current matket prices fluctuate as 
varying amounts are offered and demanded from day to day and 
I tom wc‘ek to week. 

Sometimes dealers. looking far ahead, carry stcxks over a con- 
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siderable period. In this way the supply on hand, even the seasonal 
supply, may be sensibly affected and the seasonal market price 
may be affected correspondingly. If for example the wheat crop in 
any year is very large, and the price unusually low, some dealers 
may withdraw considerable amounts from sale, store them, and 
plan to sell them at a profit in the next year, when a smaller supply 
and higher prices may be expected. Rut this is a risky operation. 
It involves the locking up of large money means. I'he next season 
may again bring a large crop. There is the possibility that the 
wheat held in storage may spoil and become valueless. The more 
durable a commodity the more possible is it that considerable 
parts of the supply will be carried over from season to season. If 
iron and copper are unusually cheap, stocks of them can be bought 
and put aside with a minimum expense for storage and with no 
risk of deterioration, and held in expectation of higher prices after 
a year or two. Yet even for these durable articles such operations 
seem to be uncommon. Most persons in active business, and 
especially dealers and middlemen, do not try to look far ahead. 
They study the conditions of the present and the immediate fu- 
ture and govern themselves accordingly. The withdrawal of stocks 
from the seasonal market seems to be no considerable factor in 
tlie play of demand and supply. 

§ 6. Strictly speaking, the discus.sion of utility, marginal utility 
and of marginal vendibility aj^plies to consumer's wealth only. 
Capital yields no utilities directly. Materials, implements, ma- 
chinery are but means toward providing utilities at a later date. 
Their utility is a derived one, depending on the utility of the con- 
sumable goods they aid in making. Tho the principle of marginal 
vendibility works out its results for capital goods also, it docs so 
thru an intricate process and with some complications. 

For example, when the cotton crop is small, the price of cotton 
rises; marginal vendibility is greater, we say, for the smaller 
supply. Rut the cotton is sold by the planters and farmers first to 
the dealers; they sell to the manufacturers; these again, thru an- 
other set of dealers, sell the cotton cloth to those who wear it. It 
is the satisfactions got by these ultimate consumers that in the end 
determine the value of cotton for a given supply. But it is the 
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manufacturers who arc commonly sjx)kcn of, in the language of 
the market, as tfie ‘'consumers” of cotton. These are sometimes 
in a j)osition in wliich they must buy cotton. They have a plant 
whi(.!i must be run if it is to earn anything at all, and a force of 
workmen which, to remain eflicient, must be kept together. Each 
manufac turer wishes to keep his plant working at full capacity 
and his workmen fully employed, yet with a small crop there 
is less cotton to be wcji ked up. Gti the other hand, the extent 
to whic h the eventual tisers and buyers will pay at a higher rate 
foi the diminished amount of cotton doth is an uncertain factor. 

1 he* manufac tuieis tt y to get from the merc hants to whom they 
sell a higher price for c loth coriesponding to the higher price 
ol cotton, both sets of business men will say that it is the high 
price* of coitorr whic h anisrs the high price of cloth. Yet the 
rc*\'c*ise* is at bottorrr the case; only bc*cause the doth can be sold 
at a high j)i ic c* doc s the* raw material command a high price. Hcjw 
dose* the* cc)nc*s|)ondence in price will be, how much the invest- 
ments aircl cornrnitrrrents of the manufacturer's will affect the 
situation, how the* calc ulat ions and transaciiorrs of cottc;)n dealers 
and sj)(*c ulators and doth merchants and doth buyers will act on 
prices at .irry one* dale* atrcl thru the seasoir — thc\se are matters on 
whic h the* ac tioir of the funclameirtal economic forces is slow and 
litre e r taiir. I lrer c* are analogous cornplic atiorrs wherr there is a very 
abiurclant cotton c roj). I hen mantifac tur er s ar e not prepared to 
work up an lurusiral supply of the raw material; nrercharrts aird 
retailers an* irot cer tain how far and at what prices they can fiircl 
a mar let lor additional cpiantities of doth. 1 ho cotton doth is a 
coirrnroclitv ha\ing an elastic derrrand, raw cotton, despite the fact 
that denraircl lor it is derived from that for doth, may show from 
scMson to sc asorr Hue tuat ions suc h as one would expect in a com- 
rnoclitv ha whic h the demand is inelastic. 

()th(*i kinds ol capital goods are to be used for cltnable tools 
arrcl plain. Such arc* iron, copper, timber, brick, stone. In the 
end. the* clc‘mancl lor these* also rests on the utilitv of the eirjoy- 
ablc* c onrmoclitic s made with them; thc*v also have a derived 
utiliiN. but pioximatelv the demand for thenr is from persons 
who wish to use them in cumiection with new iirvestments. When 
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the prospect of profit is good, the prices of these tf.ings rise; when 
the prospects are bad, their prices fall. Hence tlieiv prices are 
closely connected with those alternations of activity and depres- 
sion, of good times and bad times, which are among the most puz- 
zling of economic phenomena. It is true that their market price is 
settled by the amount which the last purchaser — the least eager of 
the buyers — is willing to pay. And in the end, no doubt, what that 
purchaser is willing to pay depends on what can ])e got in turn for 
the consumable goods made witli the aid of tiie capital goods. Rut 
the chain of connection is a very long and irregular one, and the 
market price of the iron or copper is affected first of all by current 
expectations as to investment activity. It would be absurd to apj)ly 
to these articles any strict principle of marginal vendibility. That 
principle, like others in economics, w^orks out its results with all 
sorts of qualifications and complications. 

§ 7. Retail prices might be expected to illustrate most clearly 
the play of marginal vendibility, for here enjoyable goods are sold 
to their consumers and the utilities from thenl are nearest realiza- 
tion. Yet in fact retail prices appear to be less subject to the work- 
ing of supply and demand than wholesale prices. 

Retail jjrices are governed proximately by custom. People pay 
the traditional or going price. Even the amounts which they 
purchase appear to be governed by custom; they buy the (juantities 
which they are in the habit of consuming. And the retail prices 
Avhich establish themselves as customary seem to be governed by 
w^holesale prices. I’he retail dealers charge more when there is a 
considerable and apparently definitive rise in wholesale prices; 
and competition among themselves causes them to charge less 
when there is a considerable and lasting fall. No doubt, the ac- 
commodation of retail to wholesale j^rices may be slow. When 
w^holesale prices rise, shopkeepers hesitate to ask more, jxirtly be- 
cause each one fears that his rival may entice a customer away by 
keeping to the old price for a while. Clonversely when wholesale 
prices fall, no sho|)keeper willingly gives his customer the benefit 
of the change; he w^iits until some (oinpetitor precipitates it. The 
two sets of prices in the end move together but changes in retail 
prices seem to follow rather than precede those in wholesale prices. 
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But all this is in appearance only. The consumption of every 
(ornniodity is affected by its price. A rise in price checks pur- 
chases, a fall in price stimulates them. Tho it would appear that 
people c(jntinue to buy simply what they are used to buying, this is 
hue only of buyers who are above the margin — those who have 
been enjoying a c(;nsumer’s surplus. 1 here are always others just 
on tile margin, to whom at the ruling price the purchase is 
worth while and who (ease fmying when the price goes up. And 
( ()nvers<‘ly, when price falls there are always some additional pur- 
( liases. Ifow great the ( lianges in ((insumption are with rising or 
falling pri( e, de|K n(ls on the elasticity of demand, and some degree 
o( sensitiveness tlure always is. So certain is this that the whole- 
sale dealers ! (*( kon on it in advaiu e, and at once accommodate the 
( iirrent prices in the wliol(.‘sale market. It is they who usually are 
best informed K garding the general situation. They know when 
a ( top is short, or a new sotin e of supply has been opened, or an 
invention is < heapeiiing produc tion and increasing the amount 
offered in the market. It is they, too, who can best observe when 
the habits of (onsnmei s are undergoing ( hangc and so are affecting 
the pin(has(s of a (ommodity. In case of an increase in demand, 
any one retailer mav indeed notice that his customers are buying 
more than before. But tliis may .seem to him an isolated phenome- 
non; he sim|)ly orders more from his whole.sale agent and expects 
to sell more at the old price. When, however, orders from many re- 
tail dealers thus come in to many whole.salers the market responds 
and price goc's up. The retail dealer then charges more to his 
custonii rs bicaiise he has paid the wholesaler more for his goods, 
the real inllueiue at work being that the customers, taken as a 
whole', want the goods more. Here, as in all the phenomena of 
\alne and pric e. the stoc ks held by dealers, whether retail or whole- 
sale. have an c lfet t in |)reventing abrupt c lianges, and obscure and 
delav the restoration of the etjuilibriuin c^f supply and demand. In 
the end. that ecjuilibrium, re.sting cm the demand of the marginal 
pure hasc'i and so on the princ iple of marginal vendibility, settles 
both wholesale and retail prices. 

In the earlier stages of industrial life and even in many countries 
which have attained a i ()m|)aratively advanced stage, retail prices 
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are fixed by a direct process of higgling between sellers and buyers. 
In the very earliest and most primitive stages, exchanges are few 
and sporadic and higgling plays a very important part. "I here is 
then nothing in the nature of a market price or customary price; 
and the astuteness of the bargainers, the needs and .vhims of the 
moment, even the possibility of physical force, affect the terms of 
exchange. As the division of labor is extended fartlier, and con- 
tinuous exchange and sale develop, something like a market price 
establishes itself. That market juice is likely soon to become a 
customary price, representing roughly an e(iiiili[)riiim of current 
demand and sup}:)ly; yet, tho customary, it is likely also to be sub- 
ject to bargaining, and to vary more or less from the customary 
rate. 

In the highly developed countries of modern times, bargaining 
in retail dealings has been almost entirely discarded. The dealer 
sets a price at which he will sell and at that |)rice the j)urchaser 
may take the article or leave it. The tacit understanding is that the 
|)rice so fixed shall be the current or market price, and that it shall 
be the same for all customers at the shop. The piactice of fixed 
J3rices saves a vast amount of time and friction. The ])urchaser 
need not be on the watch to discover what other dealers are asking 
and what is the going j^rice; wliile, if he is not a marginal j3ur- 
chaser, but is enjoying some consumer’s surplus, he need not be on 
his guard lest the dealer take advantage of his j^otential demand. 
The ease of everyday j^urchases and the efficiency of labor in retail 
operations are immensely j^romoted. Retailing on a large scale, 
conducive as it is to economy of labor, would be impossible with- 
out the j:)ractice of fixed j^rices. In many joarts (jf the continent of 
Europe it has not been fully adojjted. There the retail dealer still 
asks not the price which he will take once for all but a price 
which he hojoes to get from the individual jjurchascr, and which he 
is prej^ared to lower if the purchaser bargains shrewdly. Hie re- 
sult is friction, waste of time and ineflkienc y. 

§ 8. The current market rate is what jieople usually have in 
mind when they speak of a “fair” jirice. 1 his is what the retail 
dealer is expected to charge as his fixed sum. If he asks a higher 
price than is usually asked at the time by other dealers for the same 
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thing — still more, if he asks a higher price from one purchaser 
than from another — iie is said to he charging unreasonably, or 
overreaching, or even ( heating, and he is likely to lose his custom. 
There is (;ften a similar attitude in regard to wholesale prices. 
Many large dealings in the wlmlesale market are concluded, in the 
great (ivili/ed ( ommunities, on the principle of fixed prices. A 
manufacturer or incK hant in search of a given article orders what 
he wants from an agent or (()rresj)ondent ol established reputa- 
tion, with the understanding that a fair price — that is, the ruling 
market |)ri(e — will lje charged. Here, as in retail dealings, confi- 
deiK (‘ in honesty and ai ( cptaiue of prices as they stand conduce to 
the easy dispatc h of business. Ihiderlying all, however, is bargain- 
ing sotnewh(‘re, a more or less overt adjustment (jf price to supply 
and demand. What is a really just price at which gocxls shall be 
sold is a (juestion muc h more diflictilt than is suj)posed by mcjst 
peisons who use the phiase. Indeed, few who talk of fair and un- 
fair prices aie conscious of the very nature of the problems in- 
volved. riiey are problems ncjt of exchange but of distribution, 
taken up at a later stage. 

jsi <). I he disc ussion thruout the ])re(eding j)ages has gone 
on the assumption that utility to the buyer is the only aspect of 
utility that needs consideration, d he seller is suppcjsed to put his 
wares on the market once for all, and tc; disj)Ose of them, soc^ner 
or kiter, on sue h terms as their utility to buyers makes possible. 
Hut may not utility to sellers also allec t i)ri(e, by affec ting supply? 
Mav not part of the su[)|)ly be withdrawn by the sellers fcjr their 
own use? W'oulcl not the extent of this withdrawal depend on the 
price, and so imiochue a further complication in the theory of 
market \.ilue? 

It is entirely conceivable that utility to sellers should thus affect 
piice. In the case of the live oranges, supposed above, it is con- 
ceivable that the holder of them might consider the possibility 
ol enjoving one* himsell. and would be lc*d to do so more and more 
as the pric e' desc c iulc'd. At liftv cents he ^\ould readily part with 
one of his oi anges. hut at live c cuts he might conclude to eat one, 
and so withdraw part of the supply. .And if we suppose not one 
seller with a few oranges but many sellers with many oranges. 
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and suppose that among these sellers there is a consaicrable pos- 
sibility of withdrawals for consumption, we have a problem more 
complicated than that of sales based on utility to buyers only. A 
great deal of intellectual ability has been given by economic 
writers to the analysis of this problem and to the careful statement 
of the terms of exchange that would result under various hypo- 
thetical conditions. 

But almost all this subtle analysis is in tlie air. Under a de- 
veloped division of labor, utility to sellers does not affect value. 
Men produce with no reference to their own consumption. They 
produce for the market. The supplies in their hands of the things 
made by them are so great that the importance to them of any unit 
is nil. They throw their product on the market without reserve. 
No doubt, if that product were very great indeed — such as to make 
the marginal utility to jnirchasers almost nil — the sellers might 
stop to consider whether they could not use some fraction of it 
themselves. Farmers may consume more aj^ples when a very heavy 
crop causes apples (on the trees) to be nearly valueless. But any 
supply created by effort and with a view to sale is rarely so far in- 
creased that price sinks near zero, and where by mischance price 
is very greatly lowered the effect of utilization by the makers 
(sellers) is so slight as to be negligible. In the ordinary case 
virtually the whole supply is offered oiu e for all on the market. 

The case would be different if supplies got into people’s Iiands 
from the start without reference to sale and disposal. If they were 
rained down from heaven in small amounts, prices would be af- 
fected by utility to sellers quite as much as by utility to buyers. We 
may imagine that in early times, before division of labor and ex- 
cliange had devehq^ed far, sporadic exchanges took place under 
these apparently simple tho really complex conditions. But they 
must have taken place eitlicr with very vague consciousness of 
utility or under the influence of customs which greatly affected 
the actual terms of exchange. Ingenious hedonistic calculations 
probably throw little light on what happens in the stray exchanges 
of barbarians. 

There are in the modern world occasional cases where exchange 
is affected by utility to sellers. When a fine old picture or a family 
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heirloom is put on the market its price may depend much on the 
attachment uhidi the owner feels for it. Articles of this sort, of 
sporaflic and limited supjjly, are in any case largely indeterminate 
in value, sine e huyers aie few' and demand is discontinuous. Their 
price may he made still iiune indeterminate by the fact that the 
se ller (or sellers) may set store by the few' specimens. The same is 
n ue, llio irj ve ry mueli less degree, of dwellings adapted to indi- 
vidual lasic's. 1 he oidinary house, planned like many others of its 
(lass, (omes on (he* market under nearly the same conditions as 
othe r goods of homogeneous supj)ly. Hut an odd house, built to 
suit the owner’s ieliosyne rasies of taste, stands more or less by itself. 
Its selling price may depend not only on the going price for houses 
ol this range* of de'sirability as estimated in the general market 
(that is, as e'stimateel by buyers) but also on the attachment which 
the owner has for this particular one. 



CHAPTER 11 


SPECULATION 

§ !• The fundamental effect of speculation by “lef>itimatc” ilealers is to miti- 
gate fluctuations. — § 2. Dealing in futures lessens price fluttuaiions of 
goods. — § 3. Exchanges; standardizing. — § 4. l lie evils of speculation, espe- 
cially by “outsiders”: gambling; unproductive labor. — § 5. Stock exchange 
speculation. 

§ 1. The phenomena of speculation connect themselves with 
the settlement of market prices. Something more may now be said 
on the good and ill of speculative dealings. 

The term “speculation” is used in various senses. Often it im- 
plies the buying and selling of things by a person whose main 
business in life is different — “dabbling” in the market by “out- 
siders.” But as often it implies buying and selling by persons who 
expect to make their living or their fortune by dealing in one com- 
modity or in certain sets of commodities — persons who are “pro- 
fessional speculators.” 'These again are sometimes distinguished 
from “legitimate” dealers, such as the wheat merchant or the cot- 
ton factor, who buy and sell a commodity year in and year out and 
are permanent middlemen for those who have it to sell and those 
who wish to buy. Between these various sorts of persons there are 
insensible gradations. All their operations have effect in determin- 
ing market price and all are more or less in the nature of specula- 
tive dealings. 

The fundamental effect of mercantile speculation — the kind 
last mentioned — is to promote the establishment of the eejui- 
librium of supply and demand. It tends to make daily market 
prices conform to the seasonal market price, and to make the 
seasonal market price such that the whole seasonal supply is dis- 
posed of. Those who are skillful and painstaking in estimating the 
seasonal supply, and are shrewd and experienced in foreseeing the 
effect of a given supply on price, are the persons who are likely to 
make money in speculation. They buy when others offer at a price 
lower than the facts of the market warrant; they sell when others 
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liifl .1 |)i i( (• than the facts warrant. I lie more the dealings 

(A tfie market arc (oiihned tej hnying and selling between such 
sliicwd and expei ii*n< ed dealer s, the mor e likely is it that the 
seasonal pr i( e will he (juickly and smoothly reached, and the less 
will be the fhi( tuati<^ns in price. Whth the inevitable uncertainties 
as to the amcjunts of the forthcoming supplies and the conditions 
of ( onsurrrjjtifjn and demand, theix* will always be differences of 
jirdgrnent bc*tweerr even the rrrost expert dealers. There will be 
fiiK t nations in jjrice, some ups and dcjwns, some unexpected gains 
and lossc's — “spec illative” j)rofits or losses. But the general effect 
of spec Illation by sue h persons is tcj lessen fluctuations and pro- 
mote the srnocjth course of exc hange and consurnpticjrn. 

I'his lessening of flue t nations is advantageous alike to the ulti- 
mate consumers and to those manufacturers who in business 
parlanc e ar e olien spoken of as the “consumers” of a r aw material. 
Eoi the uhimale consumers, say of wheat, the early and exact ad- 
justment of price brings more even utilization of the available 
supply. If the c rop be short, some lessening of consumption is in- 
evitable, and it is better that the deficit he spread thru the season. 
'Eire sooner and the riicjre exactly the higher price is reached, the 
more likely is this result. Conversely, a large crop is better sold at 
a low pi ic e tin nout the scMson than at jn ices ranging from high to 
low as the season piogic*sses. 

d he good elfec i of spec ulation in this diiec liorr has been illus- 
trated Irotii the ex|)ei ienc c*s of older davs, when ivide fluctuations 
in tlu‘ price- of food were- common. Under modern conditicjns, 
with great areas of su|)plv brought into competition by railways 
and steamNhips. abrupt changes in the supply of most foodstuffs 
and r aw mater ials are rare. A poor crop in one countr y c^r section 
is likely to be oilsel by a good crop elsewhere. Eire seasonal sup- 
plies do indeed c hange and prices go up and clown under their 
influence, but the vari.itions are seldom great. But under such con- 
ditions as existe-d under the limited geographical division of labor 
before the eighteenth ceiuuiy, great fluctuations were common. 
Ehen the area from whic h anv district or city got its food and ma- 
terials was strie tlv limited. .\ crop deficiency meant a short supply, 
and necessitated the adjustment of consumption to that short sup- 
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ply. The dealers or speculators or “forestailors" who secured the 
supply and at once demanded high prices for it brought about the 
inevitable adjustment and caused a more even utihzatiou of the 
stock in hand. All this was reasoned out by some of the older 
writers on economics, and led them to a warm defense of specu- 
lators and to a condemnation of laws aimed against speculation. 
Very likely their defense of speculation was carried too fin*. The 
process of buying from the farmers did not necessarily take place 
under active competition by the dealers or speculators, nor did 
that of selling to the consumers, and the gains of the speculators 
were enhanced by the ignorance or heedlessness of both farmers 
and consumers and might easily be thought larger than could 
seem reasonable. W^e know very little of the details of what took 
place in these early days and are prone to project into them ideas 
or conclusions based on our own experiences. But none the less 
it is probable that even in those times the influence of speculation 
was in the main to lessen fluctuations and |M'omote the expedient 
rate of consumption. It is certain that this is its tendency under 
the modern conditions of wide markets, full information, active 
comj)etition. 

I'hc development of cold storage in recent times has led to pre- 
cisely this sort of equalized distribution of supply, under the in- 
fluence of dealings that are essentially speculative, h'ruit, meat, fish, 
eggs, no longer come on the market in spasmodic and irregular 
amounts. Supplies that are heavy at one lime are bought by dealers, 
put in storage, and held for sale at a later period of scantier supj)ly. 
Prices are more equable and on the whole the profits of dealers 
are probably less. There is less risk to them and the community 
gets its supplies at a smaller charge for the middlemen’s services. 

§ 2 . The process of lessening fluctuations and distributing risks 
is probably promoted by the practice of dealing in “futures" — a 
practice with which the term “speculation" is espe( ially associated. 
Goods are bought and sold not only for immediate delivery but 
for future delivery as well. 7 he dealer who undertakes to deliver 
in the future a certain quantity of wheat at a certain price may not 
have in his possession the goods he sells; indeed, in the common 
course of such dealings in the modern markets, he usually does not 
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liave them. He gauges the probabilities of the future and under- 
takes delivery on the terms which those probabilities suggest. 
Virtually, he guarantees a certain jirice for the future and takes 
his (hances whether the guarantee will bring him gain or loss. 
1 lie buyer is tlien relieved of the risk. The advantage of this 
( limiiiation ol risk is easily seen. The miller, for example, may 
wish to close a contract for the sale of flour in the future. By secur- 
ing the needcfl wheat at a guaranteed price he is freed from all the 
lisk ol ups and downs and can give his undivided attention to his 
pi Opel business of manulacturing flour.* 

I fem e- it has hapjjened, since the establishment of exchanges 
aiul the development ol their varied operations, that millers carry 
on their business with a much smaller margin of profit than for- 
nuils. I he dilleieiu e* in price, weight for weight, between wheat 
and flour is iniK h less than it was thirty or forty years ago and the 
public gains in so far. When, for example, the flour-milling in- 
dustry was lust established at Minneaiiolis — where the falls of the 
Mississippi supplied |)ower for grinding the wheat of a region 
singularly adapted to its growth— the possibility of profit for the 
miller was gieai. But he then underwent also the chances of loss 
liom flue Illation in the ])rice of wheat. As the exchanges developed 
and with them the prac tiie of dealing for future delivery, he was 
able to hee himsell from these (hances. d'he conseejuent regularity 
and solidity of the industry contributed to its systematic develop- 
ment on a great stale and so to the cheapening of flour. Inventions 
and imiaovements no doubt (ontributed greatly, but the elimina- 
tion of market risks had an important share in reducing the dif- 
fert iKe between the price of wheal and the price of flour! Both in 
mer(handi/uig and in manufacturing the growth of large-scale 
iians.i( tions, iho it has increased the gains of those individuals 


Iacu i( hr IS not tonii;i(iin^ for the future sale of Hour at a eiven price hut is 
“implN iiianul.ntunnv; cuniinuouslv for l!»e market, he can escape hv this same 
mohaniMu tioin the iiNk of Unoualions in the price of wheat. Wlicn he huys a iriveii 
ol ufuMt to hr uionntl into Hour, he can sell for future ilrliverv the sirm- 
<|nantit\ ol xxlu n. Ihrir.Hui. .is wheat ji;oes up or down, he loses as much hv the 
one o liese ti.ins.utions is he ^.lins hs the other. Hie Hiuiuitions no lonecr trouble 
»«ni. t his IS a tounuon pi.utue auionir ■•consei\ati\e • millers. Cotton manufac- 
luitis alst, .,,e ^ettiu^ more and more into the practice of thus ‘-hcdKinc’' in their 
purrhascN of taw tollun. 6 b m uieir 
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who have the ability to carry on large operations, has lessened the 
margin between buying price and selling price and so has ojx'rated 
to lower prices for the consuming public . 

The dealer or speculator who has sold for fiitine delivery does 
not usually run all the risks of the transaction himsell. He is likely 
before long to buy from another dealer, for future delivery, some 
part of what he has contracted to deliver, perhaps the whole; that 
other dealer in turn shifts part of the business to a third, and on. 
The process ol gauging tlie course of the market thictiiaiions is 
hardly ever carried thru the whole of a season by one person for 
any one transaction. The dc‘alers cc^nstantly buy and sell among 
themselves, and divide risks and profits and losses. It is extremely 
rare, consequently, that any one dealer or any one person buys at 
the lowest price of a season and sells at the highest price, making 
the utmost possible gain; or that any one buys at the highest and 
sells at the lowest price, incurring the maximum loss. Every dealer 
has losses as Avell as gains. On the whole, if he is shrewd and ex- 
perienced, he gains more than he loses. lie may lose money in one 
season but he will make money in another, and in the long run 
he will earn something in the nature of a professional iiu ome. 

§ 3. When commodities are produced on a huge sc ale for distant 
markets and for scattered purchasers, and middlemen heroine 
necessary links in the division of labor, it is inevitable that the 
middlemen should arrange to be near each other for the con- 
venient disposal of their business. A street corner may serve as a 
meeting place. Traders in one commodity will settle near eac h 
other in a given street; in every great city there are dry goods 
streets, hardware streets, boc^t and slioe and leather streets, and so 
on. When in a populous and thriving country commcxlitics are 
produced in large quantities and are necessarily dealt in by many 
j)ersons, an exchange is set up — a room or building where the 
traders meet at fixed hours. Rules are agreed on, governing and 
interpreting their transactions in such detail that enormous sales 
are effected by a nod of the head and are recorded on scraps cd 
paper with a few figures and initials. The actual dealings on ex- 
changes are often done by brokers only, who are middlemen for 
the middlemen. They act simply as agents, earn their living by a 
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aiinmission (usually at a rate extraordinarily small) on sales and 
pin ( liases, and Imy or sell lor any one who c hooses to transact busi- 
iK'ss thru them. 

The smooth dispatch of business on exclianges is further as- 
sisted by the '‘standardizing’' of the articles dealt in, that is, by 
grading and classifying them according to (]uahty. This prcx:css 
puts an end to all dispute s regarding the cjuality of the things con- 
I rai led for. I hus grain is e xamined as it reaches the Chicago 
market by publicly appointed inspectors and is graded as being 
No. 1 , No. 2. No. 1 liereafter, when a purchaser has his wheat 
de-live ie-d to liiin, ne ither lie nor his vendor need incpiirc further 
whe lhei it is of the stipulated (|uality. Delivery of elevator receijits, 
ccitifying the grade*, satisfies all ecjiitrae ts. Any artic le that is homo- 
gc'ueous in cjuality or is easily e lassified into distinc t grades can 
thus he dealt in with the* minimum of frie tion. (bain is the typical 
e'omniodit y of this sort. Cotton is similar to it, thru its evenness of 
cpiality. Wool, wide h varies remarkably, is muc h less susceptible 
of rapid sjiee iilaii\ e pure base and sale. Attetnpls have been made 
to staneiareli/e* iron, and in Kngland a system of semi-oflieaal grad- 
ing exists under which large* transactions in it are carried on, but 
in the Uni ted Slates and on the* Continent this mode of dealing in 
iron has lU’Ver come into e onsiele rable use. 

|. Against the advantage's wide h inofessional speculative deal- 
ings bring are to be se't sc'i ious evils. I hese evils are made possible 
and are enhane e*d bv the \ery fac ilities wide h enable specidation io 
weu k out its good eifc'e ts. 

W hen once* a commodity has been slanelareli/ed, a new possi- 
bility opens: anybody and everybody can deal in it. Ordinarily he 
who buys an article must know something about it. lie must be 
able to judge* whether what is olferexl to him is good or bad in 
Cjuality. worth more or less. But on an exe hange where commodi- 
ties are oliie ially graded no sue h ejueslions arise. Only price, present 
and future, neeel be considered. .\nv one can buv if he thinks the 
j)re*sent pric e lotv or sell if he thinks it high. Sue h buving and sell- 
ing are done on an enormous scale bv large numliers of persons 
who do not possess or wish to jiossess the articles they buy or sell 
and whose only concern is to make a profit by taking advantage of 
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fluctuations in prices. They virtually bet on the futme price of 
the commodities and gamble about it as men gamble on cards or 
on horse races. True, in form their dealings are like any others on 
the exchange. The brokers receive orders to buy and sell, and by 
the rules of the exchanges are held responsible for delivery of the 
goods at the stipulated time. They hold their customers in turn 
to this same responsibility. But, tho thus in form like any other 
dealings on the better-known exchanges — the cottcjn and grain 
exchanges, for example — the immense majority of the transactions 
have in view no bona fide business. The macliinery which lias been 
devised for the easy and rapid transaction of business is utilized 
f(3r large scale gambling. 

The large pait which ‘‘the public*’ plays in speculative transac- 
tions in commodities makes necessary a (jualiheation, certainly a 
more guarded statement, of what has been said about the stabiliz- 
ing effect of speculation in goods. The thick-and-thin defenders of 
business as it is often say or imply that the enormous mass of trans- 
actions on the exchanges, by wliomsoever conducted, all works for 
the best; there arc no evils so far as the community at large is con- 
cerned, while there is tlie gain from the lessening of price fluctua- 
tions. But ^vhen account is taken of the whole, it becomes doubt- 
ful how far the supposed economic gain in the way of price sta- 
bility is in fact sec ured. I he sellers and liuyers include not only 
the cool-headed and well-informed dealers who are cjualified to 
gauge the market influences but a multitude of ignorant and ex- 
citable jDcrsons, alternately reckless and timorous. On a priori 
grounds one would siis|>ect that the doings of such a miscellaneous 
crowd would be as likely to increase the amplitude and rapidity 
of price fluctuations as to decrease them. And, while specific evi- 
dence on the question is hard to get, such as there is leads at the 
least to a non-committal view. 

When all is said, it becomes clear that much more time and 
effent are given to these doings tlian can be reckoned advanta- 
geously to the community. Very much must be judged to be uii- 
pioductive — mere waste of effort. Of course merchants, dealers, 
brokers are useful. The fact that some of their work, perhaps 
much of it, is not carried on as well as it might be does not show 
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that it is unprocluctivc. In some discussion of this and kindred 
matters it is oltcn alleged that there is “waste because things are 
not so well done as they might be, which is quite different from 
saying tliat they are wasteful in the sense that no good at all comes 
from ilieii Ixiiig done. If the only persons who engaged in (say) 
the grain trarie were such as systematically and continuously gave 
time and effort to it, their number would adjust itself auto- 
matically t(; the work requiicfl — in the same way as the number of 
(arpeiiieis or physic ians adjusts itself to actual needs. Given the 
wavs and traditions established at tlie time, the labor of all would 
be uselid. Ihit where* there is “illegitimate” sj)CCulation on a great 
s( ah* the labm itnobed seems to go beyond the range of what can 
be called pi ocluc t ivc*. And not only tbe labor of the speculators but 
that of their agents is unproduc tive; the whole chain of operations 
adds nothing to the output of society. In no country is there so 
muc li of this paiasitic: ac tivity as in the United States, for here all 
the* conditions fasoiable to it are found — a highly developed di- 
\ision of labor, markets and exchanges on a great scale, and a 
population both sent uresome and prosperous. “Business” to many 
an Aineiic an me ans sinqily sj)et ulative gambling. 

The “outside’’ spec idatois or the “public,’' like all amateur 
gamblers, arc* losc'is as a c lass and most of them are in the long 
inn losers individually. I he c*xperienced pic^fessional dealers 
know better than they the prol)able course of prices, sell to 
them and buy from them to advantage, and on the whole make 
moncN I torn them. Occasionally a shrewd or lucky person makes a 
hit and c al l ies olf a large share of plunder from a successful opera- 
tion on the* exc liange. riiis then ac ts on the imagination of others 
like a gre at jiri/c* won in a lottery. I'lie c hanc es that the speculative 
public will lose are almost as great as the chances that the pur- 
c Iiasc is (>l lotterv tic kets as a whole will lose: thev amount virtually 
to A c e rtaint V. 

Unmistakable as are the evils of gambling spec ulation, it is cx- 
c eedinglv diilic ult to c hc*c k them l)y legislation, still more to put 
an end to them. The ccnninon law alreadv makes vc:)id transactions 
whic h are sales in form inerelv and which contemplate a settle- 
ment onlv of the difference between present and future price. But 
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on the exchanges all transactions purport to be for the actual de- 
livery of the commodities, and in strict legal effect are so. A re- 
medial measure often suggested and sometimes tried is to prohibit 
buying and selling for future delivery, since it is in connection 
with such contracts that the gambling operations most often take 
place. But this would put an end also 10 die benefits which tlie 
community gets from contracts for futures, and it is a (jiiestion 
whether the loss would not outweigh the gain. The cc:)nini()n 
opinion of American and English economists is against the |)ro- 
hibition of future contracts. Yet the evils of speculative gambling 
are so great that something may be risked for tlie purpose of lessen- 
ing them. Lotteries and avowed gambling houses have been pro- 
hibited, and all that can be done to stamp out other forms of 
gambling is welcome. No doubt the nmst effective remedy would 
be a better moral standard for all industry and an aroused public 
opinion against all kinds of gambling. But the worship of wealth, 
and the well-nigh universal desire to make money on easy terms 
even tho at the expense of others, together with the close asscx:ia- 
tion of this sort of speculation with business dealing acce|)ted as 
legitimate, render it difficult to bring public opinion to bear. 

§ 5. Stock exchange securities arc ideally homogeneous and 
standardized. One share of a given corporation’s stock is precisely 
as good as any other share. If it is easy for any one to buy grain or 
cotton even tho he has never looked at the articles, it is still easier 
for any one to buy stocks and bonds even tho he knows nothing 
about the corporation that issues tlieni. At the same time, fluctua- 
tions in the prices of securities are large and freejuent. Opinion re- 
garding their probable course depends (or seems to depend) (juite 
as much on general judgment and general prospects as on expert 
information. Hence rampant speculation by outsiders as well as by 
professionals. Here, as in the case of commodity speculation, the 
“public” loses in the immense majority of transactions. The pro- 
fessional speculators and dealers get the advantage of the miscel- 
laneous public, both because they are better informed regarding 
the real prospects of the enterprises whose securities are dealt in 
and because they are (by a process of quasi-natural selection) per- 
sons shrewd in judging human nature and quick to take advantage 
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oi !lif iricsolutc. V(*t iK)t witlistaiKiiii^ the* ((Jiistant losses, an un- 
failing sneaiM of persons take fliers on the stock exchanges. 1 here 
are prol>aljly few Americans of the well-to-do classes who have not 
at (jiie time or another tried their hands at a stock speculation, and 
there are a great many who habitually gamble in stocks. The im- 
mense majen ity of these dealings are c oik entrated at the New York 
Stock Exchange, which is at once the greatest institution in the 
woi Id Tor facilitating investment and the greatest of: gambling hells. 

rile evil from the situaticjii does not arise (Jiily or chiefly from 
the losses of the unsiucessful spec ulators. What these lose others 
gain, and usually there is ncjt miu h to choose between winners 
and losers. liut there is a net economic loss from the waste of much 
brains and energy on unproduc live doings. The waste is more than 
that of the labor given dirc*( tly, by brokers and their under- 
strappers and by the spec ulators themselves. It is increased by the 
demorali/ation of many men in the community who take no great 
diic*( t share in spc*< illation, hike all gambling it saps character and 
distracts from the sober ccjiitinuous work on which the common 
welfare rests. 

I heie are economic losses in another direc tion, more serious 
and rcMching farthet . \V^idesj)rc*ad spec illation, espei ially in stocks, 
tends to iiu re.ise the intensity of industrial fluctuations and crises. 
Gommodiiy sjiec illation has similar eflei is but in a different way 
and in a diflerc nt direi lion, and not so se rious. .\s rc*gards either 
( lass of iransai t ion, it tvould be going altoge ther too far to say that 
wc‘ find here the root < ause of fliu tuations and c rises. I he causes 
are many and go dec*|)ei ; spec ulation is a svmptoni and result 
rathe ! than the main underlying thing. But an iiillaming and in- 
tensifying factor ii is and in so far must be reckoned among the 
causes. Ciambling with dice or cards or on horse races may do no 
great harm oiiisicle the circle of the gamblers thenrselves. The 
same is probably tine of gaml>ling in cotton or grain. But wide- 
spread and furious spec illation in securities links itself closely with 
the other c auses of c vc lc\s in industry, with misdirected investment 
and fraudulent proinoticjn, with booms and depressions, and so 
with those aspec ts of the modern industrial system which are most 
perplexing and also most ominous. 
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It must be frankly confessed that no really pvomisinj^ remedies 
have been suggested. Some excrescences liave i)een aimed at in 
proposals for reform in New York — proposals xUiich looked to 
improvement and no doubt did bring some improvement thru the 
revision and enforcement of the rules made by the exchanges for 
themselves. Rigging of the market, “wash sales,” manipulation ol 
prices with intent to deceive, are to be thus prevented. But even 
if all such tricks were cut out, the main cause of evi! would remain. 
What brings the ill economic consecpieiu es is not so much these 
disreputable operations as the unbridled gambling in stocks, on a 
huge scale and in accordance with the rides of the game, by the 
well-informed and the half-informed and the entirely ignorant. 
In Germany a remedy tried in the early years of the twentieth 
century was the requirement of publicity in stock dealings thru 
enrollment of names and transactions on a register open to gen- 
eral inspection. It was expected that men would refrain from stock 
gambling, as they will from many doings of doubtful aspect, if 
they must be in the open. Such a reijuirement would be met in the 
United States by the objection that it intrudes on the sacrosanct 
secrecy of business — an objection commonly brought against pub- 
lic supervision of every sort and in itself of little weight. Much 
more serious is the failure of the device; in C»ermany the regula- 
tion had little effect, stock speculation remaining much the same 
in character and volume. A somewhat different line of repressive 
action was followed in the United States Act of 1934 for the regu- 
lation of stock exchanges. Mere one of the main things directly 
aimed at — and rightly — was speculation by “the public” and es- 
pecially by persons of small or modest means. The way taken for 
checking it was that brokers should be compelled to have larger 
margins from their customers. What success can be secured from 
this and other provisions of law is impossible of prediction; stock 
speculation may still remain much the same in character and 
volume. The problem is but one of many that we face in the 
present economic and social system, and indeed but one in the 
special group of problems which arise from large-scale production 
and corporate organization. It is among the things to be put in 
the balance when we try to weigh the advantages and disadvan- 
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t;iK(:s private property anti free exchange. In some part the ' 
,an Ik- entletl o. greatly lessentxl. In some part '■'‘''V " 

|H r.si,st as long as private property persists, to be aeqmestcd in o ) 
ll they are to be reckottid among the inevitable offsets to the in- 
(livulualist system. 



CHAPTER 12 


VALUE UNDER CONSTANT COST 
AND FREE COMPETITION 

§ I. The simplest case first assumed: a supply absolutely flexible, free competi- 
tion, constant cost. Value then determined by cost. — § 2. Illustration by 
diagram. — § vj. The proposition points to a tendency or approximation 
only; to what happens in a “static,” not in a “dynamic,” state. — § 4. Some 
explanations and qualifications. Flexibility in supply never perfect, often 
much impeded. Changes in demand from fashion. Good will. A small sur- 
plus above cost price may mean large profits. — § 5. The extent and the 
importance of the divergence from competitive conditions. 


§ 1. In the preceding chapter the problem was the adjustment 
of value Avhen goods flow to market from an existing stock. Hence 
the supposition that the available supply was fixed: fixed not in- 
deed for the day or the week, nor rigidly over any length of time, 
but fixed on the whole for the season or the period of production. 
Rut in most cases there is a considerable and sometimes rapid flex- 
ibility in supply. The amount produced and then put on the 
market changes. In what way do the variations in supply take 
place, and in what way do they affect the value of commodities? 

We may begin by taking the simplest case and, for the purpose 
of bringing into sharp relief a principle, make again an extreme 
supposition. In the preceding discussion of demand and supply 
and of market value an absolutely fixed supply was assumed at 
the outset. Let now the other extreme be assumed, a supply 
absolutely flexible. Suppose a commodity produced, under the 
simplest conditions, by a large number of persons. Suppose that 
all these persons are competing with each other, that any one of 
them can easily engage in producing the commodity and as easily 
withdraw from producing it. Suppose all to be carrying on opera- 
tions under the same conditions, no one of them producing more 
cheaply than another. Such a commodity would be brought to 
market under conditions of constant cost, and would be sold at a 
price conforming to that cost.^ At any moment its value would 

^ By “constant cost” is meant not only that cost is uniform, but that it remains 
the same whether the total output be larger or smaller. 
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indeed be determinecl directly by its quantity — that is, by mar- 
ginal vendibility as analyzed in the last three chapters. But if its 
value so deteiinined were greater than its cost, more persons 
uoidd be led to engage in its production, supply would increase 
and value would la II. If its value at any time were less than its 
( ost, some pet sons woidd withdraw Iroin its production, supply 
would dec lease and value wf)uld rise. The greater the ease of enter- 
ing on (he industry and of withdrawing from it, the more rapid 
and (Cl lain would be the adjustment of supply to that amount 
whi(h would just sell at cost price. If perfect Hcxibility in supply 
be assumed, the adjustment of value to cost would be perfect and 
the ai li( le would always sell for just what it cost to produce it. 

befori' proceeding further a word of explanation, and in some 
wavs ol warning, is needed as to tlie sense in which cost of pro- 
(liKiion is here spoken of. The. term is used in very nearly the 
Oldinary (ommeK ial sense; it refers to the (outlays which an em- 
ploving (ajiiialist must make in order to get a commodity to 
maikei. Chief among those is the outlay for the wages. Charges 
lor material are another item, d he.se diarges, it is true, com- 
monly im|»l\ that another (apitalist has previously paid laborers 
lo make tfie m.i((. rials, whic h then have been .sold to the particular 
( uiplover in <|uesiion: heiuc the latter may be said to have in- 
diua tlv hirc*d these other laborers also. Not only the wage.s paid 
to woi kmeii, diiectly or indiredly, must be included but a reason- 
able lemuneiation for the employer’s own time and trouble. This 
1 emunei aiion, like that of the workmen employed, is to be reck- 
oned according to cm rent market standards what a workman 

01 an employer oi this kind would ordinarily receive for his labor. 
Again, intciest on the capital used is lo be included, reckoned 
.ilso ac t oicling to the* c iirrenl market rale. If the employer borrows 
the c,i|)it.il, hc' must p.iv the current rale of interest on it. If he 
owns his capital, he considers that he could get a return on it at 
ih.ii r.itc* l)\ lending it out to some one else, .uul he regards interest 
on his own c a|)it.d prcc isc lv as he regards lemuneration for his 
own l.ibor -something lor whic h a return at the usual rate is to be 
e\i)ec tccl. It will be notic ed that rent j)aid for land is not included 
in this enumeration, altho a business man would include it in his 
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reckoning of cost. The reasons for this omission will he explained 
when the subject of rent comes up for conside. iticm. 

These various outlays, or etpiivaleius ol outla\ are sonuaimes 
spoken of as expenses of production. ” That term is sonu'iimes 
used by way of distinction from “cost of production.’” emphasis 
being thus laid on the fact that the employing lapitalist is con- 
cerned solely with what he pays for labor, for maierials, for the 
use of free or fixed capital. When on the other hand the term ost 
of production’’ is used with the design of pointing to a distim tioit 
from “expenses of production,’’ reference is to what is also called 
by contrast “real” cost: to the labor of the hired workman, and not 
to his wages; to the trouble, anxiety and work of superintendeiu e 
of the employer, not to his profits or ordinary gains; to the pre- 
vious saving by wliich the ca|)iial has been accumulated, not to 
the interest on that capital. As will be seen at a later stage some of 
the most important and difficult problems of economics c:onnec t 
themselves with the distinction between cost of j)roducti(jn in 
the sense of labor and sacrific e, and expenses of prodiu tion in the 
sense of outlays.^ For the present we need not do more than 
note the distinction in order to make clear in what sense we are 
speaking of cost. We mean by it not c ost in the sense of labor and 
sacrifice but expenses of productic:>n— outlays of a ca|)italist. If 
we should think of a workman, or set of workmen, prodiic ing in- 
dependently and without being hired by employers, we should 
reckon their “cost of production’’ for the purpcm*s of the jnesent 
discussion not in terms of hours or days of work (i.e. sacrifice) 
but in terms of the wages they wcmld ordinarily get for their work. 

§ 2. The mode in which value would be adjusted under the 
conditions of constant cost and absolutely flexible supi)ly is in- 
dicated on Figure 5. The cost of the commcxlity is indie ated by 
SO, the distance from the horizontal axis OX to the line SS\ 
Whatever the amount of the commodity produced, that cost re- 
mains the same for each unit brought to market; wliether the 
quantity be OA, OB, OC, the cc^st per unit is the .same. Hence 
SS', indicating the conditions of supply, runs parallel to OX. 
I.et the line DD' indicate the conditions of demand, as in pre- 

^ See Chapter 53, Vol. II. 
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vioiis diagrams. It descends as rjuantity becomes greater, price 
falling with the irurease in supply and the consequent lessening 
of vendibility, d he supply of the commodity would then settle 
at the amount OB or SB\ The demand and supply lines would 
intersect at the point B'; there would be equilibrium at the 
(|uantity OB and the pi ice BB' ( .SO) . If the supply should 
diminish to OA, the jjiic e might rise temporarily to AA\ A' being 


Y 



tlie point at which the sup|)ly OA intersects the demand line. 
The maiginal vendiliility of the diminished sui)ply would be 
laisefi to /I./'; the smaller supply {OA) would sell at a higher 
price, but that higher price would lead under the conditions 
of constant cost to a prompt incre.ise in supply. Producers would 
be getting more than suHKed to induce them to bring the com- 
modity to market, riiev would compete with each other, increase 
sup|)lv, and so bring down price. If the supi)lv should be in- 
creased not only to B but to C, the total iieing then OC, they 
would overreach themselves. For the amount OC the price 
would be Ci'/, the point of intersection with the demand line 
being then C/. 'Flus sum {OC/) is less than cost: some prc^ducers 
would promptly withdraw: siqiply would again diminish. For 
the quantity OB the price is just sufficient to make production 
worth while to all, and at that amount the supply would settle. 
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If now for any reason demand should increar e, quantity would 
so increase as still to leave price at the same point. Suppose a 
change in fashion or other cause leading to an increased demand. 
This is represented by a shifting of the demand curve to the right. 
It is now dd', whereas before it was DD'; at each several price 
more of the commodity is demanded than was demanded before 
at that price, and the marginal vendibility of any given supply is 
greater than it was before. With the supply OB, the price under 
these new conditions of demand would be not BB' but BB'd — 
higher than cost. Supply would again increase, until the total sup- 
ply was OX. Then the demand line \vould be intersected at the 
point E and price would be XE = BB\ A new equilibrium w^ould 
be established, not with a change in price but with a change in 
quantity supplied. 

Under the conditions of constant cost and free competition, 
demand or marginal vendibility determine not price but quantity 
supplied. The proximate condition determining value is indeed 
always marginal vendibility, and where supply is fixed price is 
settled once for all by marginal vendibility. But where cost is con- 
stant and supply is completely flexible price cannot depart far 
from the level fixed by cost. The supply on the market will be such 
as can be disposed of at the cost price. 

§ 3. The assumptions made at the beginning of this chapter — 
constant cost, flexible supply, free competition — are never, in a 
literal sense, in conformity with the facts of industry. There never 
is a case when these conditions are exactly fulfilled. None the less 
there is a wide range of industry in which an approximation to- 
ward their fulfillment is found and in which the principle of value 
under constant cost explains the broad facts. 

Cost is never exactly equal for all producers. In the previous 
exposition such equality has been assumed. The fact that a gen- 
eral change in cost may take place, affecting all producers, does 
not necessarily alter the application of the reasoning. An inven- 
tion or improvement may lower cost for all; the horizontal supply 
line on the diagram may be lowered; but the result is merely ad- 
justment to a new level, not the introduction of a new set of 
conditions. If, however, the lowering of cost takes place not at the 
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same time for all the produexTS, nor in equal degrees, we have a 
new prinriple and a different case — production at varying cost. 
J'his is ^^ /)at in fac t happens Avhen inventions bring about a re- 
dnetion in (ost. 1 he (hangc takes place by successive steps. The 
moie shrewd and enterprising of the competitors introduce the 
imjjiov ements first; others follow suit; gradually all adopt it. And 
by the time all have .idopted one improvement another may be 
introduced, and tfie same steps are again gone thru. If there be a 
succession of changes -and sucli are likely in the highly progres- 
sive modem incliisiries ecpiality of cost never exists. There are 
always some* |)roclu( t rs who arc turning out their goods at lower 
c osl than others. 

None the less, o\ei a great part of the industrial field there is a 
tendency to ec|uality of cost. The differences between producers 
in cost are not |)ermanent; the process is merely one of gradual 
and iiiegufn adjustment to a new level. 

Some wt iters have stated the difference between actual condi- 
tions and long run tendenc ies by distinguishing between a static 
and a dynamic state. In the static state competition has worked out 
its lull risuli, and unless there are permanent causes of varia- 
tion commodities of the c lass here considered are produced at a 
uniionn cost and always sold at a price corresponding precisely 
to that cost. In the dynamic state there is flux and c hange, variation 
in cost, osc illation of price. ^ el the dynamic state tends tc^ subside 
into the static . Its continuance depends on the incessant reappear- 
ance’ of disturbing forc e’s. 

I hc’ rc’al problem is thus not whether price is in strict con- 
lormiiy to a cost of production uniform for all competitors but 
whether there’ is rough a|)|)roximalic)n to this situation and a 
lendc’iu y low.ircl its full attainment in a static: stare. And such a 
tendenc V. to l epc at. exists over a large part, perha|)s the larger part, 
ol the fie ld of industrv. A eomparison has often been made to the 
tendenc V ol the* oe e’ in to keep its le\el. I ides, c aments, storms, 
c .iuse’ disf urbane c's. and it is never true in a literal sense that the 
le’vel is maintained: none the less there is a normal level, and the 
.u tual he ight of the water (ends to conform to it. Or a comparison 
might be made to the tendency of the air to maintain a certain 
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pressure. This pressure (measured by die barometer) is normally 
29 9 at sea level. In fact it may be more or less, and rarely 

does the barometer stand precisely at the norin d ligure. None 
the less it oscillates about that hgure, and tends to return to it. At 
any given height above sea level there will again be oscillations, 
with a different range and with a tendency to redirn to the new 
figure normal for that height. 

§ 4. By way of illustration and explanation some of the dis- 
turbing causes may be briefly considered. 

Most universal, perhaps, is lack of flexibility in supply. There 
never is complete ease of variation, such as to bring about the 
unfailing accommodation of supply to the precise (juantity which 
will sell at the cost price. Even under the simplest conditions of 
handicraft production there is no such flexibility. There is less 
as plant and machinery become more important and every con- 
siderable change in output involves time and expense. Tho there 
is some flexibility in the output from an existing plant, it does 
not go far; any considerable increase in sup]fly involves the mak- 
ing of new plant, and any considerable decrease involves the 
abandonment of some of the old. ('changes of this sort, involving a 
readjustment of the preliminary investment, not only take place 
slowly but are much affected by vague general sentiment. Business 
men, not much less tlian others, go with the crowd. When the 
belief gets abroad that such and such an industry is “a good 
thing” they flock into it with no very careful calculation. On the 
other hand, when affairs go ill it is with reluctance that existing 
plants shut down. When the signs of increasing demand show 
themselves new plants are at first constructed slowly and hesitat- 
ingly; then, at the later stages of a sustained increase, with un- 
calculating excess. Here is one salient cause of the oscillations of 
modern industry, often affecting many trades at once and going 
far to explain industrial crises. 

The prices of things subject to rapid changes in demand are 
especially fluctuating, even tho they be produced under conditions 
approximating those of constant cost. Almost all textile goods that 
are used for outer garments are affected by the caprices of fashion. 
For textiles worn by women the changes in demand are ex- 



VALUK AND EXCHANGE 


[Ch. 12 


16.1 


traonlinary. Eho fabric which for the moment has come into 
fashion (annot f>e turned out as fast as the women want it, while 
that whif h was in fashion but a year ago can hardly be sold at 
any price. lO such sharp changes in demand supply cannot be 
easily accommodated and the conformity of price to cost works 
itself out only as a rough sort of average. 

jsj 5. A ( (jujde of ge!ieiations ago it was supposed that the pre- 
vailing case in the phenomena of value was the simple one of 
(cmstant ccjst. As the twentieth century went on it became clear 
that monopoly and combination, once thought to be on the way 
to extinc tiori, were supplanting free competition over wider and 
wider parts of the field. How ccjiiipletely it has been supplanted 
is not easy to say. An extreme view is that monopoly dominates 
the field once for all. d’his is an exaggeraticjn made plausible by 
the* conspi( uousness of monopolistic c emditions — an approach to 
monoi)oly even tho not full attainment — in some of the huge 
familiar instances like steel and oil. Hu* exaggeration has been 
suppoiic‘d too by the uncc*asing endeavor to establish combina- 
tions, more or less mono]iolistic, in many other large-scale in- 
dust ties. It ignorc‘s the persistence of effective competition in a 
great mass of uns|)e( tac ular industries, and ignores also the fail- 
uic*s of the endcavois to secure c'lfective combination in most of 
the industries where it has been attemj)ted, failures as repeated 
as are the endeavors. While it is impossible to say how long these 
mixc'd conditions will persist, competition still prevails over a 
vet y large range, c*spec iaily iti the industries whic h directly supply 
the* goods commonly bought by consumers. Sue h are not only the 
wholc*sale and retail trading concerns but the factories which are 
engaged in those stages of production which are nearest to the 
consumer — the flour mills, the manufacture of clothing, of boots 
and shoes, of household furniture and househedd appliances, 
l i ne, in these al.so we .see the tendency to large-scale production, 
and c annot but spec ulate whether it will proc eed apace to quasi- 
monopolistic condition 01 finally to full-fledged monopoly. 

The cjuestions suggested by this possibility, already touched on 
in tlie preceding Hook, will recur again and again; they bear not 
only on the organization of production and the theory of value but 
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on the functions of government, on socialism and private prop- 
erty, and so on the inmost meaning of man’s vvelhre and happi- 
ness. As regards the present subject — the theor\ of value — it is 
enough to say that there is a wide range within which value is 
dominated, subject to all the qualifications just set forth and 
others to come, by competition under (onstant cost. True, the 
field of effective competition is probably becoming less; tho the 
belief in its shrinkage may be the result merely of our inadequate 
knowledge of the past. Researcli into the economic history of the 
earlier centuries of the modern period — before the nineteenth 
century — indicate that there was more of monopoly or semi* 
monopoly in those days than had been supposed. I he larger the 
field in which competition remains free and active the more 
likely is it that the system of private property will endure, while 
its progressive diminution would tend to gradually undermine 
that system. 
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V^AHJF AND VARYING COSTS. 
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I. "Flic fMjiiilihriuin of v.iliic where marginal vciulil)ility and marginal cost 
halame. The simile of die scissors. — 2 . Permanent variations in cost 
allei I long run value diflerenily from lempcjrary variations. — § vj. Dimin- 
ishing rehirns. — ij I*ermanent variations, or diminishing returns, appear 
most in the e.xiractive industries. 

I. Ij-.t tis .siippo.sc now timt the .several produeers who com- 
pete with each otlter in putting^ a jgiven article on the market 
havc‘ not the same lacilitic's, that lor .some of them the costs of 
produc tion are greater thati lor others. We need not concern our- 
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sehes fcM* ilu^ present tvith the question xrlty tluae are such dif- 
leieiues. Let them he* assunu*d to exist. 

The situation is illustrated by the figure. The conditions 
of demand are again indicated l)y the descending line DD\ The 



VALUE AND VARYING COSTS 


167 



conditions of supply arc indicated by the risini^ line S5'. The vary- 
ing distance from the horizontal axis OX to the line SS' measures 
the varying cost of different installments of ilu supply. Some 
producers — those most favorably equipped — can put the com- 
modity on the market at the comparatively low cost OS. Perhaps 
a moderate quantity can be so produced at constant cost. If the 
conditions of demand were such that ouK this moderate cpiantity 
were wanted at the constant cost jnice — if the demand curve were 
to intersect tlie supply curve not far from S — the normal price 
would be OS. So far the case wotild be identical with that studied 
in the preceding chapter. But the conditions of demand indicated 
by the line DD' are siu h that a mu( h greater quantity is wanted 
at the price OS than can be furnished at that price, flic supply 
put on the market increases, but as it increases additional install- 
ments can no longer be prodticed at the cost OS. With the 
quantity OA, for example, the cost of the last installment reaches 
AA\ As more is produced cost still increases, indicated by the 
continuing ascent of the supply curve from A' to P\ At P' finally 
the demand curve is met. At the price BP' ( OP) the ([uantity 
OB can be dispensed of. E(|uilibrium is established; the cjuantity 
demanded equals the ciuantity sujqdicd; and price settles at the 
amount BP'. 

The whole supply will be sold at the price OP ( r- BP') ; and 
the selling value of the whole, i.e. the cjuaiuity multiplied by the 
price, will be indicated by the rectangle OPP'B. It is true that 
the more fortunate producers could sell the commodity to advan- 
tage at a less price. At the price OS or AA' they would still find 
it worth while to bring it to market. But the total quantity which 
will meet the demand at an equilibrium pric:e cannot be supplied 
unless producers less fortunate contribute their cjuota. These 
will not do so unless they gel their higher cost ja ice BP'. At that 
price the whole supply will be disposed of. 1 he more favorably 
situated producers will get the price necessary to induce their 
rivals, who have poorer facilities, to contribute to the supply. 

We may speak of the producers at B, whose cost of produc- 
tion is BP', as the marginal producers. Their c:ost price is also 
the measure of the marginal vendibility of the commodity. Mar- 
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filial cost and marginal vcndif>ility thus (oincide, and when they 
coincide there* is ec|ni]il)riinn. II the ejnantity supplied should 
inc i<*ase beyond /J, in the direc tic^n of X, marginal vendibility 
would be less and marginal cost would be greater. Supply could 
not long be maintained beyond the point Bj for producers would 
then be rec eiving less than cost. So Jong as the conditions of de- 
mand and sujjply remained as itidicated by tlie lines or 
price would settle at the amount BB\ 

"I'he relation of demand and supply to value is somewhat dif- 
ferent here from what it was in the c ases disc ussed in the preced- 
ing c ha|)lc rs. W'lierc* (he supply of a commodity is fixed (the case 
whic h underlies (he* reasoning of Chaj)tc‘r 10) , the value of a 
commodity is settled by (he* conditions of demand, that is, by the 
maiginal vendibility of that sujjply. Wdiere, on the other hand, 
the cost of a freely produc ed commodity is constant (the case dis- 
c ussed in Chapter 12). the value of the commodity is settled in 
the long run by the conditions of supply, by cost; demand in this 
case cletei mine’s only the cjuantity which shall be put c^n the 
markei. but in (he case now under consideration the condi- 
tions ol demand and of supply both have a permanent influence 
in sc’liling price. As the* cpiantity shifts, not only does marginal 
vendibility vary but marginal cost also. A dec line of demand would 
not only lessen the cjuantity put on the market hut would also 
lessen marginal cost. Conversely an increase of demand would 
not only cause more to be* put on the markei but would also raise 
normal price, since the additional cjuantity would be produced 
at greater cost, llcncc* demand and suj^ply — marginal vendibility 
and cost — mutu.dlv determine normal price. 

Profc’ssor Marshall has ingeniously comjxired the influence of 
demand and supplv to tlie working of a pair of scissors. If one 
blade of a pair of sc issors is held still, and the other moves, we 
may sav that the second doc's the cutting. Vet it cotdd not cut 
unless the other blade weie there. So when supply is fixed, we 
may say that dc'inand sc*ttles value, yet it does so only because 
su|)ply is there and does not move. When cc^st is constant, ^\e may 
sav that cost settles value. Vet it does so c:)nly because there 
is a demand for the commodity, and because supply adjusts 
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itself to the amount which will be demanded at the cost price. 
If cost is variable in the manner discussed in rhe present chap- 
ter, both supply and demand — both cost and vcivdibility — exer- 
cise a mutual influence on normal price. Both blades of the 
scissors are in motion. All the varicnis manifestations of value can 
be analyzed as interac tions of supply and demand. Neither can be 
said to settle value independently of the other. 

§ 2. The differences in advantage between producers may arise 
from permanent or from temporary causes. According as the dif- 
ferences are temporary or permanent they are of very diflerent 
significance for the theory of value and for the welfare of society. 

Differences of a temporary sort are the most common. They are 
so common that they may be said in one sense to be universal. As 
indicated in the last chapter, it probably never happens in com- 
munities familiar to us that all those engaged in a given industry 
are carrying on their operations in the same way. Some having 
better plant, better organization, better location than others 
can bring their products to market at less expense and, selling at 
the same price, can reap larger gains. 

But these differences, if their causes are not permanent, tend 
constantly to disappear. If one man has better |)lant or machinery 
than another, and if there be no permanent reason why the second 
should not also set up the better outlit, he is likely sooner or later 
to do so. If he does not he is likely to be driven out of the market. 
Others who adopt the more effective method of production will 
increase the quantity they put on. the market, and will be able to 
undersell him without foregoing a profit. Where the methods 
of cheapened production are open to all they will sooner or later 
be adopted by all. 

We say sooner or later, for the process takes time, especially 
when changes in the arts are rapid. The civilized world has been 
for generations in a dynamic state. Causes of differences are 
constantly appearing, disappearing and reapjjcaring. At any given 
time the usual conditions arc those not of uniform cost but of 
varying cost. 

Under these conditions value cannot be .said to be determined 
by marginal cost of production. Proximately value is always de- 
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ternuned by the marginal vendibility of the supply. Given the 
total supply that comes on the market-whether offered m large 
sudden doses or by gradual increments— and the price will be 
such that ilic uhole is sold. For the marginal producer this price 
may or may not be ctpial at any given time to his cost. With the 
os( illations of dem,.nd and tlie various other causes of non-adjust- 
ment to nm tnal conditions wliicii were considered in the preced- 
ing (liapter the piice for tlie time being may be such as to make 
the marginal (>ro<ln( cr prosf)er(>us or such as to make him a bank- 
rupt. If he hapfiens (o be jn'osjjerous his more enterprising and 
.s(j( ( (*ssl ul the pi (Khiccrs, arc even more so 

and arc tcinpicd to extctid then operations. It he is on the way to 
hankriiptc y th{*y may yet he ahic to hold their own. In time he 
disappears aiui his heOer-ecpiippcd or hettcr-sitiiated rivals sup- 
plant him. In time, t/ieii, it is (ost of production at their hands 
wliif h a( ts on snpjily and thus acts on price. In other words, dis- 
lemardiiiH temporary and seasonal fluctuations, the principle of 
(onstant cost le, initiates lonG-run value where there are non- 
permanent (iiflereiuts between rival producers. It is cost of pro- 
duction at the hands of the (apa!)le and well-etpiipped producers 
tliat settles the !on,i»-run price as distinguished from the tem- 
poral v |)rici-/ 

I lu* outcome is clillerent where permanent causes underlie the 
vaiNini* costs ol tlie scxcral producers, rhen cost at the hands of 
liic- mai i;inal jirocluc t i does settle the loiij.*^-] tin ])rice. The point 
about which oscillations rani;e and to which price tends to con- 
lorm is cost lor the least ach antaj;eous prcKlucer. Without him 
the total supjilv cannot be enlarged to the |)oint at which there 
is an c cjuilibi ium ol normal supply and deni.md. If indeed there 
were no limit to the amount wide h the more advantai^eous pro 
ducers could bi in<; to market -if this forttuiate set could increase 
the* output indclmiielv at constant cost — the marginal produccT 
would be drixc'ii out and the conditions would be those of con- 
st. mt cost. I here* bc iiij; suc h a limit, he mtisi be calk'd cm for the 
m.iintenance ol supply and there must be in the lonii^ run a price 
wide h will make it worth his while to contribute. Value is then 

W'omn.M#* i.Hjf is s.iid in ('.haptcr 1, 2, Vol. II. 
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determined by cost to the marginal producer; but at what point 
in the varying scale of costs that producer will be depends on the 
conditions of demand. 

§ 3. Instead of speaking of varying cost or increasing cost we 
may speak of diminishing returns. 

Increasing cost and diminishing returns are opposite aspects of 
the same tendency. Looking again at the diagram we may see that 
the marginal producer at B has, for the same addition to the 
supply, greater expenses than the better-situated producers at A 
and O. As the quantity put on the market increases along the 
axis OX, cost for every fresh installment becomes greater. With 
every proportional increase in outlay there is a tendency to 
diminishing return. It matters not whether we say that the tend- 
ency to diminishing return is experienced by the infra-marginal 
producers themselves or by those producers whom we have re- 
garded as marginal. Unless it were experienced by the former the 
particular situation considered in this chapter — that, namely, of 
variations in cost due to permanent causes — would not exist at 
all. If these better situated persons could enlarge their several 
contributions to the output indefinitely at the same cost, they 
would supply at that constant cost the whole quantity demanded. 
No interlopers could then get in. But each and all of them would 
find, as additions are made to the supply, that a stage arises where 
the addition cannot be made on the .same easy terms as for the 
earlier installments. Diminishing returns arc encountered. New 
producers then may come in, but these in turn encounter the 
same difficulty. Some increments of supply they may produce on 
comparatively easy terms, but if they try to add more the terms 
become less easy for them too. All along the line there is an in- 
crease of cost as more is produced, and price settles at the point 
of cost for the last increment. 

Something more is to be said about the way in which the dis- 
tinction between real cost and money cost bears on this question. 
In the preceding, the more advantageous sources of supply have 
been assumed to be owned and used by the same person; it is the 
owner of the land who uses it and disposes of the product. Sup- 
pose now he leases the land to a tenant. To the tenant the sum he 
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pays in the way of a rent is an expense like any other, and is 
reckoned by him among his money costs of production. But it is a 
m<mey cost whic h arises in a way of its own. It does not serve to pay 
(me who undergoes real cost; it is not like wages paid to a laborer; 
it ari.scs f)C(iiusc* the* owner of the land j) 0 ssesses a superior instru- 
ment. "I liat instrument would yield him an unusual or extra re- 
turn if he applied tUe labor himself. If then he lets the instrument 
to another, he will ask and will readily get income to the amouiv 
of this extra letiirn. 1 he tenant neither loses nor gains by the pay- 
ment, whir h simply puts him in the same position as others who 
pay less rent (hn gcjod land, but not so good as the best) or no 
ri*nt at all (lor land just on the margin) . Xor does the rent paid, 
huge or small, (aus(‘ the price of the product to be higher: that 
is deter mined, in the* manner just described, by the cost of the 
marginal product — (hat whic:h has necessitated the largest appli- 
cation of labor aird c apital per uirit of ontpirt. To the individual 
producer (he* rerrt ])aicl is a rnorrey cost like any other of his out- 
lays but as rc'garcls (he jrrice of the product and as regards the 
wc'llat e of the* c orrrrnurrity, it is a money cost whic h has a cliffer errt 
itrearriirg arrcl a ciillereirt effec t fronr those rrrorrey costs which are 
iire ur red bc c airse there are real costs bac k of them. 

I his is the' classic: theory of rerrt, stated iir its baldest terms. It 
rrec*cls both cptalifrc atioir aitcl explairatiotr; oir the other harrd it 
also has wider applications tharr was suppo.sed wherr first worked 
out. More will be said, as we proceed, about its rrreairing for vari- 
enrs parts of the field of ecoiroirric s. Properly cjualified, explained, 
unclerslood, it ternairrs air abiding and essential toed of analysis. 

Jii In what c ire umstairc es, and over how great a rarrge of 
iirdustries, do we fiird varyirrg cost or dirrriirishirrg returirs? In 
gerreial. differ enc es in cost are pernranerit in the extractive indus- 
iiies in agriculture, loiestry, miniirg. 

Irr agr i( irliur e. good laird yields more to labor than land less 
good. I he |)iairies of Illinois are more fertile tharr the stoirv 
fields of New Kngland. the black earth of central Russia than the 
sandy soil of Uranclerrburg. All the eliirratic factors — such as sun- 
shine. pr c*cipitation, the length of the seasons — have their influ- 
erree, as well as the physical and chemical constitution of the soil. 
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Not only are theie such differences but there is fun her an un- 
mistakable tendency to diminishing returns on any one plot <^f 
land. The amount of produce which can be obiained from the 
best land is limited; and the amount which can be obtained from 
that land under the best conditions is limited. l>y applying more 
labor and capital, it is usually possible to add to the produce from 
a given piece of land, but it is not possible to get more produce 
in proportion to the addition of labor and capital. Hence there are 
permanent differences, not merely between different soils but be- 
tween the successive applications of labor and capital on the same 
soil. Agricultural production, much as it has been modified during 
the last century, still presents typically the application of the prin- 
ciple of value which we are now considering. 

In forests, likewise, there are differences of the same sorts. 
Some are better than others. Advantage in location and accessibil- 
ity plays no less a part than advantage in the size and character 
of the timber, yet either kind of advantage counts. Mines present 
differences of an analogous kind; they are affected both by accessi- 
bility to the market and intrinsic productiveness. Both forests and 
mines have industrial peculiarities, especially in their develop- 
ment during very modern times; but as regards both, the general 
conditions of varying cost and diminishing returns hold good. 

In manufacturing industries, which shape and transform the 
materials brought out by the extractive industries, the principle 
(jf diminishing returns is applicable in less degree. The differences 
in cost between competing producers are comnujuly of the transi- 
tional sort. But sometimes they have permanent causes. One man- 
ufacturer may have an unequaled site on a harbor front or more 
^vater power than others. If he owns a site commanding such 
power, he can produce with less labor and sacrifice (real cost) 
than those not so favored; if he has it by lease from the owner, 
his rent is one of his money costs, and is to ])e analyzed in the way 
indicated in the preceding paragraph. In the earlier days of the 
development of power and machinery, a first-rate water power was 
of great advantage. Later steam largely suj^erseded water power, 
partly because of the great advances in the efficiency and economy 
of steam engines, partly because they could be set up at any cle- 
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sired place and so permitted better access to markets or to ma- 
terials. In recent years tlie ((cneration and transmission of electric 
j)ower lias aj.jain made falling water important, and may prove the 
< anse of enduring differences in the effectiveness of manufacturing 
establishments. 
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§ 1. External economies. — § 2. Internal economics. Large-scale establishments. 

§ 3* ^il^ects of the two on industry at large, on the development of mo- 
nopoly. — § 4. What is meant by a “law" of increasing returns. How far 
there is a law as regards external economies, as regards internal economies. 
— §§ 5> ^ theoretical treatment of increasing returns. Successive or his- 
torical supply curves. I he interaction, over long periods, of increasing 
and diminishing returns. 


§ 1. The topics to be taken up in tliis diapter can best be dis- 
cussed by introducing first the distinction which has been drawn 
by Marshall between external and internal economies.^ 

First, external economies. I'he term “external” implies that they 
arise outside of the establishment which applies them. Their oc- 
currence commonly results from enlargement of an industry’s 
total output. If we are to speak of a law of increasing returns from 
external economies, what it means is that there arises, not merely 
as a frequent occurrence but as a steady and predictable conse- 
quence, a gain in effectiveness as total output enlarges — larger 
product per unit of cost, lower price per unit of |)roduct. An ex- 
ample at once simple and typical is the diminution in cost of 
spindles, looms, and the like which takes place as these arc made 
in separate establishments specializing in their manufac ture. The 
more cotton mills there are, and the larger the number of these 
machines called for, the cheaper they can be made; and as the ma- 
chinery becomes cheaper the expenses of the cotton manufacturer 
become less. Again, the construction of steel ships in the United 
States was long carried on for a much smaller total tonnage than 
in Great Britain. Consequently various accessory jxirts needed for 
ships — compasses, capstans, winches, donkey engines — were called 
for in much larger quantity in (heat Britain, were systematically 


1 1 am not sure that Marshall’s definitiem of these terms is the same as underlies 
the discussions in these pages. Differences there are hut they do not affect the main 
tenor of the chapter, and least of all imply any lack of appreciation for Marshall’s 
path -breaking work. 
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and uiuforndy made on a large scale, and were cheaper for the 
shiphnilder.* Still another example is in the boot and shoe mann- 
fac tiire. When this is c arried on with huge output, and especially 
when a number cjf establishments are in the same locality, subsid- 
iary industries arise which supply cheaply the special tools, ma- 
terials, and fittings — the shoestrings, eyes, metal fittings, lasts, 
boxes lor packing, not to mention the machinery. The gain in ex- 
ternal economies ol this sort is one cjf the reasons for the concen- 
tration ol an industry in a given place: of shoe manufacturing in 
liroc kion and Lynn, Mass., of silk manufacturing in Paterson, 
N. f., of metal waies in Ihidgeport, Conn. In every such place the 
fac to! ic*s, merely bec ause of their number, command rescjurces and 
economies whic h an isolated establishment finds it harder to se- 
em c*. 

All this is another way of stating the old doctrine of Adam 
Smith that the division of labor is “limited by the extent of the 
market.'’ An (‘iilargement of the market from the mere growth of 
populatioti leads of itself to furtlier elaboration c:)f the division of 
labor. 

A gain of this sort, less important yet considerable, comes from 
the presence of a large experienced lal)c)r force. In almost every 
single establishment the woikmen are more or less sliifting. The 
‘ labor tunio\c*r” is higher in industries exposed to seasonal 
Hue Illations, as the* boot and slioe manufac tine is, or tc^ irregular- 
itic‘s of in\estment demand as in the c ase of cvstablishments making 
mac hinerv. It is lowca where slcxidy wants aie supplied, as in the 
manufac ture of soap, and where long-established businesses are 
c onduc ted bv In ins of settled prestige. In many ways these sliifts in 
the labo! supj)ly have- ill c onsecpiences, yet seem to be an inevita- 
ble' outcome* not only of the variations in the demand for labor 
hut of the psvc hologv of fac tory lal)or. (a*rtain it is that wcjrk- 
men conic* and go. and new men must be found to replace those 
who lc*a\ c*. Mc*c hanic s are more likelv to lie found in manufactur- 
ing centers, and es|H*ciallv in centers where there are industries 

^ ! ht'sf external eioiioiiiieN ucuilil iiuieeti have been at the disposal of the Ameri- 
can shipbuilder if he coultl ha\e Inouglu tlic parts from Great Britain without 
lestriction. Bni the I’niied Stales imposed on iliem a heavy customs duty; hence, 
\vl\elhei piiHined from abroad or at home, they were dearer. 
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siiiiilai in their general character, even tho not quite the same. In 
an isolated establishment the loss of a few skilled and tr ained work- 
men might crip|3le the whole. In an industry whic h has grown to 
considerable dimensions and which is concentrated in certain 
towns or districts, there is a general diffusion of skill in its various 
branches, the turnover of labor is at all times considerable, and 
gaps here and there can be filled with comparative ease. No doubt 
in such centers workmen are more likely to be organized in 
unions, and to press for higher wages, which from the employers’ 
point of view may seem a disadvantage. But the fact that manufac- 
turing towns grow shows that they offer net advantages. 

§ 2. Internal economies are those which arise within the estab- 
lishment itself. While they may not be completely independent of 
total output, they are not directly induced by the growth of the 
industry as a whole. 

A characteristic example is “scientific management”: the me- 
thodical study of the operations of an establisimient with a view to 
learning exactly how best to use the machines and how best to 
handle the men. Another example is the moving platform intro- 
duced by Ford for assembling the several parts of the motor car. 
The idea was not a novel one, and obviously the device was not 
within the range of possibility for motor works until these had 
reached a large size. But once the adequate size was reached, the 
improvement came within the concern. Steam-engines and electric- 
power machinery for motor works, on the other hand, c:omc from 
without, being designed and constructed by sj)ecialized plants for 
all sorts and kinds of industries; these are typical external econo- 
mies. Not so tlie moving platform, which each motor concern j)uts 
up for itself. 

The kind of internal economy that is most discussed by econo- 
mists and is of greatest social significance is that of the size of the 
individual concern. The optimum size depends on the effective- 
ness of large-scale production as distinguished from that accruing 
from large output of the industry as a whole. Large-scale produc- 
tion depends primarily on the organization and management of 
the individual plant, on the division of labor within it and the 
marshaling of the successive steps. Given an industry with un- 
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( handed tf)ial outjxit, there may still occur an enlargement ol the 
average si/e of (he individual concerns, and so a less number of 
(onc eins. Sue li enlarg(*ments, if they do come, result from the 
s( hemes and experiments of the owners and managers, each try- 
ing tc; find the kind (d cjutfit that turns out the product at the 
lowest cost per unit. 

Connc‘( (ed with this is the matter of large-scale management — 
hoi i/ontal ( ombination. rhis is no more than a particular phase 
ol laige-sc ale (ijjei aticiU, (onspicuous in the United States for half 
a ( eiiimy, ( (jmmon in (Germany (tho rivaled in that country by 
th(‘ (artels, which do not usually contemplate united manage- 
ment) , not unfamiliar elsewhere. It is not clear to what degree its 
growth has been ac tualed by the expectation cjf achieving internal 
economies, how fat by that of sec tiring a monopolistic or serni- 
monopolistic control of price, a topic on which something has 
been said already and moie is still to be said.’ It is enough at this 
point to note that hori/ontal combination has a place among 
j)()ssible inleinal economies, tho a dubious and uncertain one. 

\'eiti(»il combination — the integration of industry — is to be 
( lassed with hai(ll\ any (|ualifi( ations as an internal economy. It 
is a matter of the intercalation, extension, (Jigani/aticjn of a series 
ol o|)eraiions planned to lit into eac h other from bottom to top. 
As has already been said, this has been carried out in modern 
indnsliy to an extent undreaiimd of before the nineU*enth cen- 
tury. In many c .rses, moreover, it has resulted in making the indi- 
\idn.il ccuicern enoiinous. 'Ehe process in itself has rarely led tc^ 
com|)leie monopoly. W here this has occinred, the main cause has 
been contiol of a sc arce raw material, as in the case cd the alumi- 
num indnstry. Uut integration on a huge scale has entailed not 
iidu‘c|uently the reduc tion of the number of individual concerns 
to the |)oint where they are tempted to the other form, the trust 
or hori/ontal combination, in the expectation that still further 
c'conomics will thereby be secured and one huge monopoly built 
up. The internal economies exj)ectecl from hori/ontal combina- 
tion have proved less easy of attainment than those from vertical. 


' See Ch.ipttT .{ on Scale Productioti aiul Chapter 65, Vol. II, on Combina- 
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The distinction between internal and external ironomies can- 
not be drawn sharply, nor is it necessary to draw it with sharp- 
ness. Improvements and inventions of every kind ai affected by 
die stage of development at which the technical processes stand at 
the time, and in this sense all are partly external. All, too, prove on 
careful historical inquiry to have had a gradual growth and to have 
reached the stage of successful application thru trial in many 
scattered places. So it was with the moving platform. So it is with 
the practice of putting a large maiiufacturing establishment not 
in the heart of a city with high buildings but in the open coun- 
try with low sheds spreading over large space. This practice lias 
obviously been affected by the improvements in transportation 
and the consequent ease of moving men, materials, finished 
products. It may thus be said to come from without and to be in 
tliat sense external. Yet it cannot be standardi/.ed, nor adopted in 
any given case by merely turning to firms which speciali/e in con- 
struction of this kind. The case is different and the external in- 
fluence is more direct with the highly intricate yet sharply stand- 
ardized processes of the industries that make machines. 'Fhe ma- 
( hinc-tool industry, in which are made both small simple parts 
and large complex instruments for any and every sort of manu- 
facturing plant; the great establishments which make textile ma- 
( hinery ready to put into place and to start operaticwi at once; the 
similar establishments which make complete outfits for a shoe 
factory — these stand for something different. It needs but a mod- 
erate acquaintance with the characteristics of modern industry to 
make clear how far external economies of this kind have been 
carried, farthest of all in the United States. 

§ Consider some of the wider aspects of the two kinds of 
economies. Which of them has played the larger part in the enor- 
mous expansion of productive capacity during the nineteenth and 
twentieth centuries? It is not easy to say. Fhe economies which 
are primarily internal are the more conspicuous. Often they are 
dramatic, such as Stephenson’s discovery that the friction of the 
heavy locomotive on a flat rail was the key to the railway, or the 
bessemer process for steel-making, or Edison’s vacuum for the 
incandescent lamp. Less dramatic are the slowly accumulating ex- 
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tcrnal t‘( onoinics whose effec ts permeate every corner and cranny 
of a naticjii s produc tive equipment. All things consideied, 1 
should be clisjjosed to say that by the close of the nineteenth 
century it was the external ec:c:)nomies, first made pOvSsible and then 
promoted by the advances in transportatiem and communication, 
whic h have c cmie to act most effec tively toward enlarging pro- 
duc ti\c- ( aj)ac ity. 

A cliflerent ejue slion, more easy to answer, is the effect of the two 
on the growth of monopoly and monopoly power. Clearly those 
inicinal economics o|jerale toward monop(jly which arise from 
the* in< lease* in the si/e of the individual plant. If each enlarge- 
ment in the si/e of a concern means Icjwer cost per unit of the 
product, then the larger concerns will l)e able to undersell the 
smallc*! and gradually to l)uy them out or jnish them out and in 
the e nd not lung ^vill be left but the one huge ccmc ern. I'lie form 
in whic h this sot t of result wotdd seem most likely to come is that 
of hoii/ontal combination and laige-scale management. If (em- 
j)hasis again on the condition) this leads to additional economies 
without limit, the one great combine or trust will dominate. It 
may ha\ e a numbc*r of plants tc‘c hnologic ally identical but sc at- 
teied o\er the* land, but the fundamental industrial characteristic: 
would be that of a lower range of costs see tired within the total 
agglcunei at ion. On this topic some thing has already been said and 
mole* will be said in later ehapters.* 

j. W'e* turn now to clistine lions and disc ussions of a more 
theoretical kind. 

’Inc leasing re*t urns ’ mav signifv an observed fact; or it may 
signifv a pe*rsisting teiitUiicv, a *’law.” .\s regards the theory of 
\alue', a **law*’ of intre‘.isiug returns would me*an that an enlarge- 
nie nt ol total output lends of itself to bring a lowering of costs 
per unit, and hence luicler eoinpetitive conditions a decline in 
pric e*. I o sav the*ie* is sue h a law for an industrv means that, given 
this one fac tor o|)e‘iating bv itself, there is a jiredic table outcome. 
Ghange*s whose occ urrence and effec t e.nmot be* foreseen are be- 
\oncl the law’s lange. Of course, tlu*se occ iir: suc h are the cliscc^very 
ol iic'w and extraordinary mineral de|)osits. which has played sc^ 

‘ rspccially Chapici 65, \\)l. 11, on rrnsts and Coinbinaiions. 
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large a part in the development of modern industry. In a wider 
sense these changes are of course not haphazard; it the occurrence 
of the deposits seems to us a matter of chance, it is only lyecausc 
we cannot discern an order or sequence. For the present purpose, 
the question is whether we can discern a law of increasing returns 
in the sense just indicated: is larger output, operating by itself, 
followed by lower cost per unit? Suppose, for instance, that there 
is an increased demand for a given article and hence a larger out- 
put — nothing else; will the marginal cost fall? If this is to be ex- 
pected from the mere fact of larger output, the industry conforms 
to the law of increasing returns. 

As regards external economies, the case is comparatively simple. 
As output increases, economies of this kind are likely to be intro- 
duced. There is a law of increasing returns. 

Tliis generalization, to be sure, can be maintained only under 
the industrial conditions of the countries of western civilization, 
that is, with reference to those times and places with which eco- 
nomic science has been chiefly concerned. It could be applied l^ut 
hesitatingly, if at all, to the economic life of the peo|)les of China 
and India. Even for the countries of western Europe its aj)plica- 
bility is ciuestionable until we reach the modern period. It has 
come to be of unmistakable significance with the enormous ad- 
vances in transportation which began in the nineteenth century. 
The railway, the steamship, the motor; the post, the telegraph, 
the telephone, universal literacy — these have made possible a 
division of labor more far-reaching in effect than would otherwise 
have been possible, and so have led to external economics more 
and more pervasive. It is with reference to the total output in 
modern times that we can say with some confidence that its in- 
crease has brought a lessening of cost per unit in a great range of 
industries. So large has been the number of industries, so great 
their output, that the economic system as a whole has shown 
increasing returns. 

As regards internal economies, the situation is not so simple. 
This is more especially the case with that internal economy which 
is of most significance for the social problems: the gain from large 
scale production. Can it be said that an increase of total output in 
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a ]L*ivcn iiuliisiiy Ic’ads to lower carsts, to increased returns, for the 
teascjM that total cular^emciit ol itself tends to make the optimum 
si/e of the individual estahlishment j^reater? 

No linfjualihed answer can he given. At first blush a negative 
seems to he called for. If the gains from enlarging a concern arise 
from g!c*ater effca tiveness within, what does it matter whether the 
industry as a whole is expanding? Suj)pose an industry is declining 
and total output becoming smaller; will not c hanges in technolcjgy 
or management still make it possible to lessen cost and price by 
inc leasing the si/e of the individual firm? The number of firms 
will thc'n he Ic'ss, hut each one will he more efficient. And cc^n- 
vc rsely the mere fac t of greater aggregate output wc:)uld not seem 
of itself to stimulate tec hnology and management in the direction 
ol enlaiging the conce rn. Suppose there is an incrc*ase of demand 

simply this and nothing more. That means more output; then 
e xternal economies, lower cost, lower price; then more firms in 
the industiy -hut not films that are individually larger. 

This sort of reasoning, hc^wever, cannot he applied offhand to 
a WO! Id that is mov ing and ( hanging. It ignorc‘s the complexities 
and frictions of the modern world, the temper and the environ- 
ment of the business men. A man who sec*s the way to a bigger 
and lu'ttc r sc .de of operations may be convinc ed that the change 
woidd work to advantage, yet when it involvc*s a long [leriod of 
struggle before the existing smaller concerns are crowded out he 
will hc*sitate. If, however, demand is increasing, if there is slack 
to he taken up, he will put in the larger oullit without hesitatiem. 
.\t such time's it is in the air to go ahead with any promising 
sc lu inc*. business men are not to he thought of as cjuasi-automatic 
agents, alwavs cool and calculating, uninfluenced by the atmos- 
pherc' prevailing in the world of affairs. The attainment all around 
ol a nc'w optimum thru enlargement of the si/c* of the representa- 
tive* firm comes more cjuickly and surely in times of general 
huovaiu V and e xpansion. .And an element in the long-run situa- 
tion has been for generations llie steady advance of large-scale pro- 
diic tion as well as of total output — hesitation in times of depres- 
sion. but huovaiu V and a rapid pac e in times of activity. 

.As a matter of logic, of “pure” theory, all this would seem to 
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l)car merely on the pace at which the larger cone rn would dis- 
place the smaller, not on the eventual outcome. Ev'cn vith a total 
output which is stationary the big concern, if its ' osts are the 
lower, will become the representative one in the end. It is hardly 
to be doubted that, given time enough, this woidd ensue. Rut time 
and temper count for much in the industrial development of 
modern times; and as regards internal economies as well as ex- 
ternal, we have always to bear in mind that it is of modern times 
only that we can speak with any assurance. The [aevailing indus- 
trial atmosphere, the business temper, a growth of population 
and a secular expansion of production — when such factors as 
these spur enterprise generation after generation, large-scale pro- 
duction is promoted not only more speedily but more effec- 
tively. 

The same questionings arise about other ways in which returns 
have been increased. Are technological inventions to be regarded 
as internal or external economies? Sometimes they arise within 
a concern. Sometimes they seem to arise sj)ontaneously from the 
specidations, dreamings, inborn bent of the isolated inventor. In 
either case they are not easy to classify under the rubrics here 
considered. But in the modern world they are sometimes deliber- 
ate, the outcome of research directed to a given problem in special 
laboratories. In this way they are often associated with the huge 
concern — a matter of internal economies. And yet again these 
may be in the main a mere following-up of clues already given, 
not anything radically new. All inventions have a long history, 
and perhaps all are largely induced — induced, that is, in the sense 
that devices suggest themselves to the inventive minds when de- 
mand increases and output enlarges, and in that sense they may 
be regarded as external. 

Summing up, we may say that in modern times enlargement of 
the total output has been followx*d by a lessening of costs per unit 
of product in a wide range of industries. So wide lias been that 
range as to make this outcome the typical one. As regartls those 
economies which are most clearly of the external kind, being 
the predictable results of more intricate division of labor, they 
are not only typical but of wide range. Others not so easy of 
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analysis have also come more thick and fast as total output en- 
larges. In general, the march of modern industry has been to- 
ward increasing returns and thereby tcjward material progress all 
aroiiud. 

r,. We turn now to some theoretical aspects of increasing re- 
turns which lit into the analysis made in the preceding chapters 
on constant costs and diininishitig returns. 

Su|)|)ose tiiat there is an expansion of a given industry. Demand 
increases. 1 he cause* may be a change in tastes; people want the 
artic le moie. Or it may be a mere inc rease of po])ulation; there are 
mol t* people, and while c‘a( h of them wants only as much as before, 
tht* total wanted at any given price is larger. In eithei c^f these 
(asc*s the demand t urve shifts to the l ight. In other cases the de- 
mand t ur\e‘ might not shift at all; piovided merely that the de- 
ni. md is clastic , absoi bing larger cjuantities at a lower price, in- 
crease* of output will occ iir. 

Suppose, as a hist variant of the case, that the industry is one 
ol constant, i.e*. imilorm costs. While imilormily of costs is main- 
tained productivity all atound is increased, say by some spem- 
t.meous ( ‘autonomous’ ) itiveiuion. A new piocess, ecpially at 
the* conmtancl of all the* |)!odue ers, enables e*a( h one to bring the 
conunoclitv to marke*t at lower cost. Gom}H‘t it ion compels them 
all to se*ll at lo\\e*t cost. Ehe supply eur\e drops, but remains a 
hoii/otilal line*. More* of the commociitv is made* and sold; and 
il the* clem.mcl is highly elastic the total s.iles will ine lease greatly. 
It is not necessary that the demand cur\e should shift, we need 
su|)pose onlv ih.it the demand is elastic. 

l igure 7 illusti .ites this simple situation. ,SV/ is the supply 
c ui\c‘ at the* start, Aa is the price. I he improwinent lowers the 
cost. I he* sup|)lv e in \e* chops to and the pric e drojrs to Bb. 

.And heie* .motlu't eleme nt enters. I here being an increase cjf the 
lol.il proclucecl, tlie-re is occasion for the economies which are 
in. tele* possible* b\ the e*nlarge*ment ol the* output. Exte'inal econo- 
mics will ee*rtainl\ be promoted; internal economies very likely 
w iW .dso be. Suppose an alert eommunitv in w hic h e c)m[)etition is 
tree and in w hic h the |M)ssibilities are utili/ed to the fitll. The sup- 
ply curve f.dls still further; it goes down to A'", and for the purpose 
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of the piesent illustration may be supposed to remain there.' 

The curve abc then may be called a supply curve, but it is one 
of a different kind from the more familiar one. It is .1 ‘‘successive” 
or “historical” curve. "Ehe supply curves (horizontal lines) S'a, 
S"bj S'"c may be called contemporaneous cost curves. They rep- 
resent a series of costs incurred at one and the same time, and at any 
given time they are all the same: they are co-existing costs. The 
points S', S", S'" indicate costs {Aa, Bb, Cr) incurred at successive 
stages, the earlier ones being displaced by the later. When the 
second of these stages is reached, the cost S" is incurred l)y all, the 
cost Aa no longer exists. Similarly when the third stage is reached, 
the cost S'" is incurred by all, and Bb also has ceased to exist. 


5 ' 


5 " 

5 '" 


0 A B C 

Fig. 7 

It is evident that in this first simple variant of the case the his- 
torical or successive curve abc follows exactly the demand curve. 
It intersects the demand curve at different points one after an- 
other, each point of intersection indicating an eciuilibrium of 
supply and demand. So long as demand remains unchanged — so 

1 It will remain at this point if at the price Cc demand is satiated; that is, if any 
further decline in price would bring no increase in (juantity demand. The demand 
curve would then fall perpendicularly from c to t.. 
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long ;is the denKUul curve does not shift— the historical cost curve 
must always he identic al with the demand curve, legardless of the 
( haracter ol the fcjrc es that bring about the dec’line in cost. 

Supjxjse now tiiat we have an increase of demand in the schedule 
sense; the demand curve shifts to the right. Then the historical 
cost curve is ncj longer coinc ident with the demand curve. 

Figure 8 shows the new situation. 7 'he demand curve has 
shifted Ircmi D'D' to and then further to At any 



givcMi price more is demanded than before, and more is produced. 
1‘he “law” of increasing returns being in opcraiic^n, and the meie 
fac t of gieiiter output l)ringing a fall in cost, price falls. If the de- 
mand curve* continues to shift to the right the cjutput becomes still 
larger, the price falls still more. The process will stop (say) when 
the (|uaniity OC has been reached and the price is Cc. 

('onnecting the three points of ec}uilibrium abc, we have a 
historical (successive) supply curve which is cjuite distinct from 
any demand cur\e. It shows successive points c:)f ec|uilibrium, of 
which the earlier ones have di.sappeared as later ones are reached. 
Only the last one, at c, remains when the final and definitive 
ecjuilibrium is reached. 
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G. Suppose next we have the conditions not ol uniloi in costs 
l)ut of peinianently vaiying costs, not constant retinas but diinin- 
ishing letiuns. At any one stage the supply curve lias .ui upward 
iTiclination, indicating that some among the producers have low 
costs, others higher costs. A given outlay brings a larger leturii for 
some parts of the supply than for other parts. 

Assume now an increase of demand, a shift of the demand 
curve to the right. Suppose the increase to be considerable (larger 
than that suggested visually on the < hart) ; great enough to lead 
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to external economies, perhaps to internal economies as well. All 
producers will gain (not necessarily at once) by the new and 
more advantageous conditions. The supply curve, while lower 
than before, may or may not alt(,*r in shape; we may assume it to 
be in this respect unaltered. Three stages are represented on 
Figure 9. The demand curve, at first DD, shifts to the right, and 
is at DiDi 'y then shifts further to the right, and is at ^ 

supply curve, at first SS, falls to SjSj and then further to ‘SV^2* 
each of the successive stages there is a point of ecpiililjrium where 
stij^ply and demand are ecjual. Ccmnect these three j)oints abc and 
we have the historical cost curve. 

The historical cost curve on this chart has a negative inclina- 
tion, indicating that cost and price have steadily fallen thru the 
period. This is not necessarily the case. That curve may, like the 
contemporaneous curve of each of the three stages, have a positive 
inclination. The outcome in this regard depends on the extent 
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ol the ( hange in demand, the extent to whicli increasing output 
brings external and internal economics, and the character of the 
d<*mand curve itself. In general, the greater the elasticity ot 
demand the greater must he the drop in the cost curve in order 
U) get a dec r easing historical c:cjst cm v^e. T he outcc:)me depends 
loo on the cjcjnstancy of the conditiejns both of demand and 
supply; either c in ve may change its shape as well as its position. 
1 he par ticular conditions rejjresented by the diagram have been 
selec ted not cjiily because they are comj)arativcly simple but be- 
cause they Ijiing out one great fact of fundamental importance 
in econcjuric: developnienf during the nineteenth and t^ventieth 
c ent lil ies. Ehis is the historic al decline in cost and price of the 
(ommodities j)ic)ducecl under conditions of costs that persistently 
vaiy of diminishing returns. 

“Diminishing returns” has an ominous ring; “increasing re- 
tinns” has a c heerful one. 'The phrases seem to be antithetical, 
indicating situations that cannot exist togetlier. Uut Figure 9 
indicates that in the course of time there may be falling prices 
while sup|)ly c in ves are still positively inc lined. It is for this reason 
that ii often is belter to speak of varying rather than of diminish- 
ing retinirs. I ho the conditions are for long periods, such that, 
costs and returns are not the same for all increments of supply, 
nevertheless costs may be falling per inrit of output all along the 
lirre, and r eturns inc leasing. And this may be so even tho the 
lausc-s that make for diminishing returns are permanently in 
operation. Fhc* diUtn rtucs betwc’en the several pioduc:ers may 
per sist while the cost level lor each and e\ t r v one is falling. 

Relcrcarce has already been made to the lact that where evi- 
dence is available for making a cross-sec tiorr of costs existing at 
a gi\en tinre for anv incUistry, we hnd without exception that 
costs are not uniform Imt varying. The iihenomenon dcjes not 
alwass have the .same meaning. Often it arises from non-permanent 
cause's, being the rc'sult of an uneven march of progress. In a 
period of general advance, some producers are always ahead 
vvhile others are laggards. As time goes on, the laggards may drop 
out entirely or they may catcli up. With the next advance the 
phenomenon then may repeat itself, but the high-cost concerns 
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at any one period disappear as such — either they adopt the better 
methods and lower their costs or they are forced out. Such is the 
typical course of events when there is progress in tlu manufactur- 
ing industries. It is otherwise in the extractive industries, aiw 
particularly in agriculture and forestry. Here, in any country 
long inhabited by the civilized peoples, the same land remains in 
use year after year. Parts of it are permanently better than other 
|)arts, and the better sites steadily produce more than the poorer. 
Improvements in methods of cultivation, in the maintenance of 
fertility, in agricultural machinery may be applied on all. But 
they do not wipe out the differences. The supply curve shows not 
only differences between the sources of supply but persisting dif- 
ferences. 

Hence the general upward movement — increase of product with 
decline in price — has been greater and more unmistakable in the 
manufacturing industries than in the extractive. While it has 
appeared all around, and at times it has even seemed to be as 
marked in agriculture as elsewhere, on the whole man has become 
more adept at fashioning the stuff after it has been got from the 
earth than in extracting it. On this large subject something has 
been said already; more will be said in chapters to come.^ 

^ Sec Vol. II, Chapter 46, Rent of Mines, etc. 
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JOINT SUPPLY AND JOINl DEMAND 

I. Joint supply, or joiiu (ost: effect of increase or decrease in demancl. In- 
llueiue ol s(‘p.tial>le items of expense. “By-products.” C()in|)lex case where 
Both monopoly and joint cost rxist. Influence ol large plant. — 2 . Joint 
demand. I he (onstituent most limited in supply lecls most the effect of 
an iiK tease ol demand. I.al^or in huilcling trades as an illustration. Joint 
demand usually causes peculiaiities less enduring than those arising from 
joint supply. 

s:5 I. Noi inlt cr|nc‘ntly < rtinnuKlitie.s m e* pi odiK ccl at joint cost; 
the .same operations whit h turn out one in the group turn out 
anollu r also. Siu h are mutton and wool: heel, hides, and horn; 
(opper, gold, silver from ores (ontaining these diverse metals; 
(otton lihei and (otton seed. Uommodities produced at joint 
cost present pet uliar piohlems of pric e. 

A pel let t exam|)le t)f joint protluciion is that of cotton fiber and 
ctitton seed, do make tlu‘ fiber marketable the seed must be 
.se|)araietl Iroiii it: all the e\|)en.ses t)f tuUivaiion and of ginning 
aie netessarilv inturred lor the twt) together. Ihit the prices j)er 
pountl at whit h libt‘r and .seed .sell are \erv different. Eor every 
|)<)untl ol lint (liber) there art* al)t>ut twt) pounds of seed. At the 
pi it fs ol a In e-vear period ( iptig -oS) the liht r .sold at about ten 
tfiiis a pountl, the seed at about one hall tent a ptiuiid. It may 
be assumed, with little tlivergent e from the fat is, that t'otton is 
produtttl under toiiditions of t ompetition, and that there is a 
with* mat gin at which the tost is prat tit allv constant. Fiber and 
seed betwt'en them tht'it'lore sell, taking their a\erage {)rices over 
a series of vears, for what it costs to produce them. Uut the appor- 
tionment t)f this toi.il price I)etween the two joint j)rt)dut:ts de- 
pt'mls on the* rt‘lati\e demand for them or, in the terms wliicli we 
have* le.unetl to usi*. on their marginal \ entlihilii\ . The marginal 
veudibilitv of the cotton liber fn)m a given crop is much greater 
than the margin. d \endibilitv t)f the seed produced along with it; 
hence totton sells at a much higher price per pound. 
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It follows that ail increase ol deinaiul for a (omnioclity which is 
produced jointly with another may cause a fall in the price of 
that other. If the demand lor cotton liber increas(‘s its j)riie will 
rise. This will not directly alfect the price of seed, for wliich the 
supply and the conditions of demand remain the same. But the 
higher price of cotton is likely to stimulate production, and more 
both ol liber and of seed will be brought to market. The conditions 
ol demand remaining uik hanged for seed, its price must fall 
as supply is enlarged. Production will be inireased until in the 
end the two between them will again sell for their joint expenses 
of prodiK tion. But as the seed now sells at a lower price the liber 
must sell at a somewhat higher price, and the definitive outcome 
of the greater demand for fiber will thus be a larger output of both 
constituents. It will cause a higher price for the one and yet entail 
a lower price for the other. I he opposite effect would follow if 
demand for one of the articles should become not greater but less. 

In most instances of joint cost, the situation is not so simple as 
this, for usually each article entails some se])arate items of expense. 
It is rare that, as with cotton liber and ccHton seed, all the expenses 
are incurred to the very last stage jointly for the two. d'he com- 
mon case is more like that of wool and mutton; tho produced in 
the main at joint cost, each brings some special expenses of its 
own. riie wool must be sheared, the sheep must be slaughtered 
and dressed for mutton. Wool and meat must each sell for at least 
the special cost connected with them, and for each a minimum 
price is thus set. In what proportion the remaining (joint) cost 
will be secured from the two will then depend on the play of de- 
mand, as in the simpler case of cotton liber and seed. 

The phrase “by-products” is often a])i)lied to denote some of 
the commodities prcxluced at joint cost. When one ol them habitu- 
ally sells at a much lower price than the other, it is sj)oken of as 
a by-product; or when a material for which no use has been known 
comes to be utilized and to have a market value, it is so described. 
Both reasons explain why cottem seed is commonly spoken of as 
a by-product and not, as in strictness it should be. as a joint prod- 
uct. One of the most striking instances of joint cost is in the 
utilization of the various parts of slaughtered animals. The hide, 
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ilu* bi istk-s, the bones, the horns, the hoofs, the blood, the various 
oij^ans, all are tin ne<i to some sort of use - -usually with items of 
s|)e< ial (ost pertaining to ea( h. As the meat is the most important 
and familiar prodiK t, the others are commonly called by-products. 

rhe advance in the arts of production, especially under the 
influence of c hemical science, has led tcj the utilization of many 
mateiials previcjusly thrown away, and sc^ has made the principle 
ol joint cost cjf wider and wider applicatiem. Wool, prcxluced at 
joint cost with mutton, further illustrates also this aspect of the 
princ iple. As wcjol comes from the sheep’s back it contains much 
I ally mailer whic h must be got rid of before the fiber can be used 
loi textile puri)oses. Ehis matter, formerly waste, has in rec:ent 
limes been exiiactc*cl, in some degree refined, and “lanolin” has 
proved an excellent unguent for several purposes. Similarly, 
(oUon seed, itself a joint product, supplies ncjt cjnly the oil pressed 
out of it (and that cjil of various grades, serviceable for varicjus 
pin |)osc‘.s) but also the oil cake remaining after extractiem, which 
is used as food for cattle. The slag whic h comes to the surface of 
the molten mat let in a pig-iron furnace, and of which vast cpianti- 
lies loiiiu ily ac c iiinulated near the furnac es (some parts being 
|)eihaps lumc*d to account locally as ballast under railway ties), 
has come* to be widely used as a material in the manufacture of 
cement.' (ioal tar, one of the by-products from the making cd gas 
.mcl coke, has been found by c hemistry to contain the materials 
for cheap and effc’c tive dyesiulfs and also for impc;)rtant drugs. 
The c rude oil which comes from the coal-bearing strata, and which 
has formed so wonderful an addition to man’s re.sources during 
the last half century, is the basis of a number of j)roducts having 
partly joint cost and partly s|)ecial cost — kerosene (illuminating 
oil) , naphtha, gasoline, lubricating oil, dyes, parallin and candles, 
vaseline. 

For the utilization of some joint products a large plant is in- 
dispensable, as in the ca.se of wool grease cn' coal oil products. 
In so far the advance of the arts has promoted the growth of large- 
.scale production, and so has intensilied the social problems which 

^ In C;cMiii;iny tlu' left by the I homas and other basic processes is the most 
iinpoitant source of supply of phosphorus used as fertilizer. 
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arise from it. Large-scale production, in tiun, may lead to mo- 
nopoly or largely facilitate it. Then another complication appears. 
Either monopoly alone or joint cost alone entails consequences for 
value which diverge far from the simpler cases. When the two are 
combined, a variety of interacting forces must be considered — 
joint and separate cost, marginal vendibility and el; sticity of de- 
mand, monopoly and maximum profit, and the effects upon 
monopoly of possible competition, of public opinion and public 
regulation, and of inert management. The Standard Oil Company 
in the United States illustrates all these t:c:)mplications. It long 
had a more or less effective monopoly, due to various causes, 
among which large-scale production and the utilizatiem of joint 
products played their part; and these various joint products were 
marketed at prices influenced by all the factors mentioned in our 
discussion of monopoly, except probably that of inert manage- 
ment. 

§ 2 . A different case from joint cost is jc^int demand, where what 
is wanted is not a single article but a combination of articles. 

I hus a demand for dwellings is a demand for the completed ac- 
commodation. The purchaser is indifferent to the prices for brick, 
\vood, glass, hardware; all he looks for is the house which com- 
bines these various materials. 

If we suppose an increase in the demand for houses in a given 
district, and a rise in their pric:es, the c hange will be reflected in 
;i rise in the prices of the several materials. If the materials were 
used solely for the construction of houses, and if they were put on 
the market under the same conditions — all ecjually limited in 
supply, or all ecjually extensible in supply — there would be nc:) 
reason for expecting a greater rise in price for one than for the 
others. But the conditions of supply, as of demand, arc likely to be 
different for the several constituents. Some may be obtainable in 
unlimited quantities with ease and at short notice; some may be 
leinporarily or permanently limited. So far as any constituent is 
solely devoted to the given purpose and is limitc‘cl in supply, so 
lar is it likely to be pec uliarly affected by the c hanges in demand 
for the joint product. Those constituents which serve exher pur- 
, OSes also, and hence are on the market for miscellaneous sale. 
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will 1)0 diverted toward the joint product by the increase in 'price; 
enlarjt^injjf supply iiere will check in some decree the rise in price. 
11 the supply of any constituent be unlimited and easily extensible 
at < onstant cost, its price will ncjt rise at all. Supply will promptly 
respond to the new demand, and the effect of that demand will 
appear solely with the other constituents. And if all the constitu- 
ents exc ept one be easily proc urc‘d in larger quantities, and if 
their supj)lies thus rc*spond cjuickly to an increased demand, 
that exc epiional constituent will j^et the full l)enelit of the increase 
in price. 

'Mie different kinds of labor needed in biiildinu; operations, as 
we ll as the different kinds of mateiials, illustrate the workini^ of 
joint demand. A demand for house's and business premises means 
a demand for all kinds of workmen — for unskilled laborers, for 
I)! i( klayca s, masons and c arpenters, for plumbers and electricians, 
and (in the case of hi^h struettires in American cities) for iron- 
workers. Some of tlu‘se occupations aie so widc'spread that an in- 
( I eased demand for a |)artic iilar kind of labor in any one place 
easily draws an increased supply, d'his is most obviously true of 
ordinary manual labor -plain pick and sho\el work. Mc:)rc of it 
can usually be j^ot with little dilliciilty from other plact\s. With 
the roujL’her kinds of carpenter’s work the situation is similar. But 
it is clilfc-rent with the hit^hly skillc'd trades and with those to 
whic h acc c’ss is lettered bv trade union rc*st ric lion. Here it is more 
clillic lilt to add to the* labor supply. Ilc ric c* inc reased ac tivity in 
buildini; mav h.i\e the* elfc*c t of verv greatly laisini^’ the wat>es 
of the* cvorknuMi in these* groups, while bringing comparatively 
little* change lor the others. Such a rc*suh has in recent years ap- 
pealed licc|uentlv in American cities, strikingly so in New York, 
riu* rapid gro^\lh in urban population, combined with great im- 
piovc*mc*nts in building methods, has brought about astonishing 
ac ti\ii\ in adding to and in remodc’ling cl\\c*Ibngs and business 
prc'inisc s. ('.ertain kinds of laborers, not easily incrc*asc*cl in numbers 
l)\ rec ruiting from other occ upations 01 bom other places, ha\e 
be e n in insiste nt dc inancl sue h as plumbe rs, tile workeis, elec tri 
( .d workers, housesmilhs (i.e. struc tural ironworkers) . These have 
leli move than the others the demand for the joint product and 
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have secured extraordinarily high wages. Aiiilirial restriction of 
the supply by trade-union regulation has soinetirnes played no 
small part in securing for them an exceptionally l.rger share of 
the possible gain. 

Ordinarily, joint demand has not the same sort of permaiKMit 
effect on value that joint supply has. In the long rrn, the condi- 
tions of supply are the more important in affecting value. Tho it is 
true, as appears most strikingly in the cases of increasing cost and 
monopoly value, that there is a constant interaction of supply 
and demand, the ultimate dominant forces for most commodities 
are those of supply. Where an increased joint demand affects 
most strongly some one (ommodity or some one kind of labor, 
because that happens to be the constituent whose supply is least 
easily extensible, there is none the less likely to be an increase in 
its supply. A readjustment of value takes place of the same sort 
as would have taken place if the demand had been not joint, but 
solely and separately for this one thing. If more brick is wanted 
more will be produced; and an increased demand for houses, tho 
it may for the moment raise the price of brick, will not do so 
permanently. But the situation is different with joint cost; an 
increase in the demand for cotton fiber niJiy have a permanent 
effect in lowering the price of cotton seed. The immediate effect of 
an increase of demand is usually greater in case of joint demand, 
but the ultimate effect is usually greater in case of joint supply. 
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I. The individual firm in the rctcni development of theoretical analysis. 
J he firm's iiianagemeiil of production here considered, not trading opera- 
tions. — Jij 2. riur generalized principle of diminishing j^roductivity, or law 
ol varying proportions. Land, and seed applied to land. — j;} Other fac- 

tors than seed, other industries than agriculiuie. — jS; 4. I he short-run cost 
cuivc! of the individual (irni. — Jj 3. '1 he short run adjustment of output to 
maximization of prcjfit. 'The long-run acljustmc nt. — jij <>. 1 he j)osition of the 
individual firm dillerent accorcling as it make s a standardized or a differ- 
entiated proiluct. Marginal cost and marginal revenue. — ^7. C>)nclusion. 
healing and importance of this type of anahsis. 

s:5 I. attention iiin.st now he given to the econoinits of the 

individual Initi, and to the lelalion between the operation of a 
given rn in " and tin* economic strnc tnre as a whole. On thi.s plia.se 
of feonoinie tlieorv great c hanges in the forms and ways of analysis 
have been |)ro|)o.sed since the first edition of the pre.sent book 
was prepared. Lheie are as|)e( ts of it whic h seem to me to be still 
in nec“d of further analysis and elucidation. Some readers may 
wish to omit the* present chapter, rc*.sc*rving consideration of its 
subject to a later time when they may take it up in connc^ction 
with a more intensive study of these new developments cjf eco- 
nomic* analysis. 

In a svstem of pri\atc‘ propeity and fre-e enita jirise the deliber- 
ate* planning of economic .ic livitv is left mainlv to the individual 
p}oducc*rs or firms. I he* manager of each In in can inc rc‘ase its 
|)roiit.s in two Nvass, -more* successful trading and more effieient 
pioduction. .Attention will be eonfinc*d in this chapter to the 
opc‘rations of iiroduction. Lhe trading opeiaiions give rise to 
pioblc'ins somewhat diflereiit, — such as those* of advertising, of 
unbridled competition, of monopolv and attempts at monc^poly. 
Uoncerning these* it is often difliciilt to sav how far the business 

' !'\»i ihf (ii.ili of iliiN ili.ipu’i. rNsi-mialh .i> ii Maiuls. 1 ;ini indoblccl lo Dr. John 
Nf. C .mtl lu‘ .IN well .js I li.iw lo ;ic know Icdgi* luavv iiukhtc'dncss lo the treat- 

lurnf of the* lopi< in l*roic*NM)r John D. Black’s Produi tmti Oriiauizatioji. 

- h'irm is used here', .md ihiuoul the chapter, to inc.m auv l)UNincss unit, whether 
if he a single person, a partnership, or a corporaiion. 
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§ 2 ] 


THE INDIVIDUAL FIRM 


»97 


manager, in endeavoring to increase his gains, adds to the general 
welfare. But the endeavor of e.ach firm to maximize the effective- 
ness of its own producing outfit may be said to leail to maximiza- 
tion also of the efliciency of the economic structure as a wliole. 
The problem is in this respect a comparatively simple one; but 
it is by no means so as regards the ways in which efliciency is in- 
creased. 

To the business man making decisions with respect to the man- 
agement of his own particular enterprise, the prol)lems with whicli 
he is confronted naturally appear to be unicjue. No other firm is 
faced with precisely the same set of conditions; no other has ex- 
a('tly the same set of personal factors to deal with: the same loca- 
tion, the same plant, the same market connections, the same in- 
dustrial relations, the same financial arrangements. Yet there 
arc enough essential characteristics common to the individual 
cases to afford a basis for a generalized form of analysis and tlie 
statement of some fundamental principles. 

§ 2. Most fundamental of all is the principle of diminishing 
productivity for any one factor of production; or, as it is stated 
with greater precision, the law of variable pro|)ortions. It is in 
the nature of a physical law relating to the quantities of [)rodu( t 
obtained when, with given techniejues of production, varying 
proportions of the different elements of production are used in 
combination with one another. The operation of the principle 
was first explicitly recognized in economic literature in connection 
with the diminishing returns obtained from the successive doses 
of labor and capital applied to land as the intensity of cultivation 
increased. Its application has been extended to cover all cases 
where the proportions of the factors of production used arc capable 
of variation. 

Suppose, for example, that seed is to be taken as the variable 
factor, while the area of land, the amount of water, the amount of 
fertilizer and the labor applied in cultivation are taken as fixed. 
Experiments have shown that, as the amount of seed is increased 
from small beginnings, the total amount of product obtained will 
increase for a time at a rate even greater than that at which the 
quantity of seed is increased; that then there is a stage in which 
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it will increase for some time at a rate less than j3roportionate to 
the increase in the seed; and that, finally, a stage is reached in 
whi( Ii tlie total outjnit of tlie product would actually be decreased 
by any further increase in the amount of seed that was sown, 
riiese may be referred to as the three stages in the operation of 
the law of variable pro])ortions. It is only within the second stage 
that rational ( ornbinations or proportic^ns are found. It would 
be irrational either to continue the increase of the application 
of the variable factor into the third phase or to stop short with 
proportions which !)elong to the first stage. Even if seed were 
available* in unlimitc'cl cjuantities, free of charge, it wc3uld clearly 
be a mistake to use more than that amount with which the maxi- 
mum total output would be c^btained. If on the other hand the 
c|uantity of se(*cl were rigidly fixed, and were insufTicient when 
spread over all the land to give that intensity of application which 
marks the end of the first stage and the beginning of the second, 
a greater total c roj) would be c^btained by cx)nc:entrating the appli- 
cations on a part only of the area, the other part of the land being 
left entirely idle. W^hile farmers and other producers at times 
make* sc‘ric)us mistakes in the fac tor combinations they employ, on 
the whole the ac tual combinations fall within the second stage of 
the law. It is because this is in prac tice the important stage, and 
bc'cause thruout its range the additional (or marginal) outputs 
obtained from suc c c\ssi\e increases in the cjuantity of the variable 
fac tor used show a dec line of marginal output as well as of average 
output, that the law is commonly referred to as the principle of 
diminishing productivity. 

I'he relations charac teristically existing between the inputs of 
anv variable factor and the outputs of pioduct obtained thru- 
out the second phase (and relevant parts of the other two) can be 
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best illustrated and ex[)lained by a simplitied numerical example, 
and then summarized conveniently in graphic form by drawing 
three curves based on the figures assumed. Such figures are given 
in Table I and the corresj)onding curves are shown in Figure 10. 
The area of land on which the seed is sown may be taken to be 
one acre. As tlie amount of seed sown is increased up to six bushels. 



the total output at each successive step is increased more than 
proportionately. Here the first stage ends and the second one 
begins. Further increases in the amount of seed continued to in- 
crease the total output until after the twelfth bushel has been 
applied; but thruout this second phase the rate of increase in 
output falls progressively farther below the rate of increase in the 
inputs of seed. With the twelfth bushel the rate of increase be- 
comes zero. This last input of seed adds nothing to the output, the 
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marginal procliK t is nil. and thcrcafttT (if the proccclure were 
(ontinued into the third phase) it would l)e nc^ativT. I he point 
ol interse( tif)!! of the marginal and average output curves (A) 
marks the iHj^inniri}^ of tlie second sta^e; and the end of that 
sta^e is marked hy the point (N) where the marginal outputs be- 
come zero. It is at (A) that the average curve begins to decline, 
i he highest pennt on the marginal output curve (A/) is reached 
before the end of the first stage. In the first stage, marginal out- 
puts are greater tlian average, while in the second stage these rela- 
tions are reversccl. both average and marginal returns decrease 
all thru the second stage. Under the conditions of producticjn 
I c prc seiited hy thc*se figures, there could never he any advantage 
in scjwing more than eleven bushels of seed per acre or less than 
six. 

Vo determine exac tly the amount of seed the use of which 
would yield the maximum profit (as distinguished from the 
maximum physical output) it woidd he necc‘ssaiy to know, in addi- 
tion to the fac ts already indicated, the cost of the seed and the 
pt ic (• at which the pioduct could he sold. Not only that; in order 
to calc ulatc* the piolit it would l)e necc‘ssary to know also the costs 
of all the other lac tors used in the pioduc tion of the c rop, such as 
land, labor. fc*rtili/er, machinery. In other words, \Nhile tlie basic' 
law with whic h we .irc* concerned is j)urely physic al in character, 
it must he* ccimhiued for practical applications with all the rele- 
vant economic data, and tluis made signiruant as an economic law 
ol the- rc’Iation between cost and price. 

It is important to observe that in the fore-going illustration the 
assumption that the cpiantity of only one fac tor varies while the 
othc-rs ic-main fixed tvas merely an analytical de\ice adopted as a 
inc-ans of simplifying the ex|)c)sitic)n, and that the choice of seed 
as the one variable factor is entirely arbitrary. Had labor, or 
fc*rtili/er. or irrigation water, or any other element used in pro- 
duction bee n taken instead of sec-ci, the general character of the 
rc-sults would have been the same, representing the operation of 
the same fundamental principle. In actual practice, the farmer 
must commonly consider the possible effects of simultaneous varia'- 
lions in a considerable number of the different factors entering 
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into his production combinations. He may use a tractor instead 
of horses and by plowing more deeply increase the returns ob- 
tainable from a heavier application of seed. He may use more 
fertilizer and thereby make it profitable to concentrate his own 
labor on the more intensive cultivation of a smaller area of land. 
He may substitute a combine harvester for an ordinary binder 
and thus economize on the amount of harvest labor required. Or 
he may change the combination of factors in various other ways. 

Industrial producers are faced witli similar problems. If they 
use more power, they may find it advantageous to use less labor; 
or they may discover that the greatest gain will come from main- 
taining the same labor force and increasing the supplies of raw 
materials bought for the factory. They must often choose between 
different types of machines, different kinds of labor, different 
grades of materials. The choice of techniques is usually greater 
for the industrial producer than for tlie agricultural producer, 
yet the basic principles involved are essentially the same. If we 
assume that the technical decisions are wisely made as the choices 
arise, and accept definitions of the factors of production which are 
not too narrowly restricted, it will be found that the })rinciple 
outlined above has wide applicability and can carry us a 
long way in our study of the economics of the individual firm. 
It should be added that where several factors arc varied simultane- 
ously certain complicating intereffects are introduced, but for 
the purposes of the present discussion the explanation given above 
will suffice. 

The nature and extent of the variations which a producer can 
make in the combination of factors he employs will naturally de- 
pend on the amount of time which is allowed for the adjustments 
to be made. If we think of a long period, one long enough for 
plant and machinery to be steadily used to the full until worn out 
and scrapped, we could also think of each firm or concern as work- 
ing steadily with that combination of factors which is best under 
the technological conditions of the time.^ But if we think of a 

^ would assume also dial the machines are marshalled; i.e., not all hej^inning 
t«)gcthcr and discarded together, but with overlapping terms; the ef|uipnient of 
the industry as a whole remaining the same in kind, tho the output will vary as 
old firms gradually drop out more or less fast or new ones come in more or less fast. 
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shnrtci /K*ri(xJ— shorter, yet in many cases one of years and short 
only hy ( f>nipai isfm with periods of many years it is clear that 
the plant and marhinery (annot readily he changed. Durable 
la( t()i s su( h as these are for that “short” j^eriod fixed, not variable. 
\Vhi( hevi'r these Du tois happen to be in any particular case, 
in any analysis of prodiution costs they will occupy (for that 
period) a position analogous to that of the factors held fixed by as- 
sumption in our e\amj)le. I he other factors, those capable of 
being ( hanged with t ornparative speed, taken together correspond 
to the fac tor whi( h we have selec tecl as the variable one, seed. 
Su|)posc the plant and mac hinery of a firm are fixed. A skeleton 
staff of workers with appropriate supplies of fuel and materials 
(ould no doubt |)rodu( c some output of the finished product, but 
the op(Mations would be (arri(‘d on less efluiently than if the fac- 
tory were moif fully maniual. As the inputs of these variable 
fac tors were inc teased the outputs per unit of input would in- 
( tease until a certain point was leac hed and thereafter they would 
dec tease. It the* phmt weie overc rowded, idght shifts were worked, 
atid the ptessme oti the fixed fac tors inc revised exc essively, the 
avetage* letuttis would begin to decrease very rapidly. It is not 
likely that this |)iessute would be c at t ied to the point where total 
outpitts wete ac tually dimiidsbing,' ativ more than it is likely 
that so ttnic h seed would be put in as to make the tnarginal crop 
oiitpitl tiegalive: bitt the possibilitv of this hapjxaiittg on occa- 
siotis is by tio tneans itic otic c’i\ able. 

jSi |. Ott the basis of this gc-tieial ic’asotdtig about the c hanging 
c'llic ieuc y of |)lani o|)erations in |)liysical terms, as the total output 
ol the pKiduc t is iiu icased it is a c'omparali\ elv simple matter to 
show what is likely to be the characteristic shape of the short-run 
cost (ur\es foi am individual firm. If we assume that we have data 
on the physical in|)uts and out|)uls, similar ic^ those presented in 
1 able* I. then wc* need onl\ apj)lv to tluau the current \'aluations 
ol the dilUient lai tors in ender to be* able* to work out for each 
Nolume ol prodiKtiou the* a\e*iage o\ertu*ad (or lixe*ci) cost, the 
axei.ige* \aii.dile* cost, the* a\e*iage fidl cost, and the* marginal cost. 

I In polhetie .d ligure s re pt e sent ing these cost re l.uions for an e x 
ireine ly simplilied case are given in I'able II. and the correspond- 



THE INDIVIDUAL FIRM 


203 


§4] 


ing curves are shown in Figure 1 1, page 204. For simplicity it may 
be assumed that the firm pays the same price per unit for the fac- 
tors, however large or small the quantity that it uses. Overhead 
costs, being by definition tliose which are indepi ndcnt of the 
volume of output, remain the same in their total amount. They 


TABLE H 


Output of Product 

3 

4 

5 


7 

8 

9 

Average Overhead Ccjsts 

•83 

•63 


.42 

• 3 ^ 

• 3 » 

.28 

Average Variable Costs 

4.17 

3.6-2 

3-34 

3.20 

3 L 3 

3- *9 

3-'^7 

Average Full Costs 

5.00 

423 

384 

3.62 

3 

3 - 5 f> 

3-.')3 

Total Full Costs 

15.00 

1 7.00 

19.-20 

21.70 

24.60 

28.00 

32.00 

Marginal Costs 

3.00 

2.00 

2.20 

2.50 

2.90 

3.40 

4.00 


include such things as interest on investment, depreciation due to 
weathering and obsolescence, taxes, and the wages or salaries of key 
men in the organization who must be kept on the staff if the firm is 
to continue in business at all. It is true that some of these items 
may sometimes be disregarded for years without cessation of opera- 
tions; but sooner or later they must be faced, and they are in- 
cluded among the costs of production. As the output of the firm 
increases, the average overhead cost per unit of product tends to 
decrease. T he curve representing these costs — they being for the 
short run a constant sum — must always be for the given period a 
rectangular liyperbola. As regards variable costs, their average per 
unit dc‘clines while the law of variable proportions is in the first 
stage c;f its operation, and reaches the lowest point (F) when an 
output of seven units lias been produced. T hereafter they rise con- 
tinuously.^ Average full costs are obtained simply by adding tc3- 
gether the average overhead costs and the average variable costs. 
This curve of average full costs is characteristically U-shaped. ‘ 
Because c^f the fact that the overhead element decreases exmtinu 
oiisly, the output for which the average* full costs are at a minimum 
(F) will always be greater than that for whic h the average variable 
costs are at their lowest. The marginal cost c urve dec lines at first, 
but turns up (at M) before either the average variable cost curve or 

’ I he curves are not exleiuled to represent the o])eralion of llie law of variable 
proportions in its third phase. If they were they would beiul backwards after the 
maximum total output had been attained. 
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the average lull cost < urvx* turns up and intersects both of them 
a( their lowest j)oints (I' and f).’ 1 he same curve, it should be 
not(‘(h repii'senis tin* marginal lull cost and the marginal varia- 
ble (ost. The tnat<-»iMal (ost lor any output might be determined 
in either ol two wa\s; liom the total lull costs incurred in pro- 
du( iu'^ it mii^ht be subtiat ted the total lull costs ol producing the 



output one unit smaller (as shown in r.d>le ID . or Irom the total 
\aiiable (osts ol tlu- ^i\in output might bt* subuaited the total 
Naiiable losts loi the sinallei one. Sinn* total o\erhead (osls are 
al\\a\s the same, theoiiK elc inent in total full losts whii h i hanges 

’ tlu- m.miu.uN ol du- lii^uii .n Inos iMmi tin* comnIi iK t ion of a coiiliiiuous 

oMNo on il»r l>.,siN ol ilu' »li>» nni mnous ttaia of I al)lc II. 1 he Fij»nre is, I trust 
Mifluientlx .uvuiatt' lot ihi> |nii|>ON(' ni haml. 
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with a change in output is that made up of ihe variable costs. In 
other words marginal overhead costs are zero. Udien total costs 
= AT it follows mathematically that me 0 . The rt iore l)oth of 
the above methods give exactly the same results and only one 
marginal cost curve is to be considered in our analysis.^ 

This technical and seemingly unrealistic terminology of eco- 
nomics is like that which has been invented by natural scientists 
for their distinctions and reasonings; having an exactness not to 
be found in everyday speech and thus conducive to clearness in 
exposition and discussion. In the world of actual l)usiness experi- 
ence few men in charge of production, if any, express themselves 
in such terms. But these represent the general principles on which 
they do act. No doubt in most cases tlie individual producer has 
failed to be aware of them, still less to analyze them; yet by 
habituation he conforms to the principles which operate to de- 
termine the results obtained from the adjustments he does 
make. 

§ 5. Suppose, now, that a firm were operating under the con- 
ditions represented by the hypothetical ligurcs given in Table II, 
how should it adjust its output in order to obtain the greatest 
total amount of profit? To answer this question precisely and 
definitely, it is necessary to know, in addition to the information 
already given, the price or the prices at which the various quanti- 
ties of the product can be sold. Here a distinction must be made 
between cases of pure competition and cases of monopolistic com- 
petition. In cases of pure competition the price ol)taincd is un- 
affected (or only to a negligible extent affected) by the (|uantity 
put on the market by the individual prodiu er in question; while 

^ The relations between average costs (ac) ainl marginal costs (me) can Ik 
neatly set forth in mathematical form as follows: 

if X zz: quantity, y = average cost, and c zz elastic iiy of average cost curve, then 

. . , o , d (xy) xdy ac 

since me by definition equals — -j— , me = y + 

In the case of the average overhead cost curve the elasticity is unity and the formula 
shows the marginal cost to be /ercj (see text aliove) 

ac ^ 
me zz ac zz 0 

1 

For a fuller discussion of the mathematical relations involved, sec Joan Robinson, 
Economics of Imperfect Competition, Chapter 2. 
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ill (.ISIS of iiK)ii(i|)(ilisti< (oiii|K-tilioii tlu- price lie can sccuic will 
, In line as lie increases the supply cl the produc t ciffered fcrr sale. 
Ill the- Inst type cjl case the analysis is naturally siinplci than in 
the .s(*( fj/id. 

\W‘ het*iti witli the simpler type, taking a wheat farmer as our 
example. The wheat jaodiKed on his larm has no peculiar chat- 
a( teiisti{ s to dislingiiish it irom the wlieat ])r()diu:ed on tliousands 
of other lai rns. It must he iriiirketed merely as part ol a large homo- 
geneous siip])ly and (annot he sold at any higher price than that 
(inrently piexailing lor wheat of that variety and grade. Since 
the ( out lihm i(m made to ilu* market supply hyany one indi\'idual 
})iodii(er is so small a iiiu tion ol the total, no ( hange in his own 
output, lakt'ii hy iis(‘U. (an he supposed to inliueiKe aj)preciahly 
the price that he will leccive loi it. A piodiuer in this situation 
must simply estimate tlu' |)ii(e that may he expected to prevail 
when the ( rop is ready to he sold and make his ])lans accordingly 
(allowing as best he can lor uiu (‘ilaint ies in weather and so on) . 
II the |)ii(<' is lower than the lotvesl aveiage full costs attainable 
w ith anv output (.'>:pr,o w ith 8 units) , there is c learly no possibility 
ol making jaolits on the business of the year. If, however, the 
price is sullic icait to (oxer the avetagc‘ ifarinfflr costs, it will prob- 
ably seem better, and indeed lor a time will piobablv be in fact 
wisei, to pioduce some output than to suspend operation alto- 
get liei . Should the pi ic e be lower, however, than the lowest average 
vai iablcMosis with 7 units of outputs anv produc tion what- 

e\er xvould mc ic-lv inc lease the losses. Assuming \ariable costs to 
l)e covc vc'cl, the' nde leu ascerl.iining the output whic h would for 
the lime’ be ing ma\imi/e piolits (or minimi/e lossi's) is a com- 
j).uaii\e'l\ simple one. 1 he volume of e)ut|)ut should be expanded 
to the’ point wliere every unit is produced for whic h the marginal 
(osts .ite less than the ptiec’ and none' ])re)duced for xchieh 
the’ maigin.il costs are gi eater than price. Su|)pose, for example, 
th.it the’ juiee is Spu",. l lien it will be uneconomical to c hoose an 
output of cS units. e\eu tho that is the output for xvliich a\er- 
age’ lull costs .tie at .1 minimum, since the production of the 
cjih imit .lelds only .Spoo to the total costs inctirred. and now 
luiugs in Spi!',. On the other hand, to prcKluce the 10th unit 
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would be unprofitable since the consequent Increase in total costs 
is greater than the addition to the total revenue resulting from 
the sale of this unit ($4.70 against $4.25) . 

All this of course is not the whole story. The consideration of 
the short-run production adjustments of individual firms to maxi- 
mize profits must be supplemented by analysis of the long-run 
adjustment. As time goes on, supply adjustments are brought 
about thru changes in the number and the size of firms en- 
gaged in producing different types of prodiu ts or closely (ompet- 
ing groups of products. If a firm steadily fails to cover its full 
costs of production, it will tend sooner or later to be driven out 
of business, thus reducing the total capacity in the industry. On 
the other hand, if any firm (or group of firms) is known to be 
making abnormally high profits, there will he a tendency for 
otliers to enter the field with additional products. Possibly there 
will also be a tendency for the earlier firm to enlarge its plant and 
expand the scale of its own operations. In these ways, productive 
resources are shifted over the long run from one field of produc- 
tion to another. The decline in demand for horse-drawn carriages 
turned profits to losses in the carriage-making industry, while the 
iiurease in demand for automobiles enabled successful car 
manufacturers to make enormous profits. The result in this (*ase 
was not only a large withdrawal of resources from the one indus- 
try but a huge new investment in the other. Vhe tendency for 
supply and demand to be brought into ecpiilibriurn by such 
shifts is beyond doubt one of the most important and fundamental 
characteristics of our existing economic system. It is not to he 
forgotten, or set aside as negligible, even tho short-run changes 
are probably becoming greater than in earlier days and are de- 
servedly receiving more attention in the literature of economics. 

§ 6. We turn now to the other case referred to at the beginning 
of this section where the relations between output produced and 
price obtained re(|uire special attention. For the whole of an in- 
dustry, it is clear that an increase of output brings a lower price. 
Hut as regards an increase of output at the hands of the individual 
firm, this proposition needs to be stated in a somewhat different 
way, or rather with some qualifications. More specifically, it needs 
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VALtJF. ANP EXCHANGE 

i(» Inr ifstatcd if the finii prodmcs not a standardized article of 
kiioun (|iiality and csiahlislied attractiveness but something in the 
n;if NIC of ;i spcf 

Supiiosc a linii picKliKCS a (ominodity (or provides a service) 
whic h caoiiNt he prec isely ciiiplicated hy any other firm. It then 
sells ill a nioie or less dislinet snh-iiiarket of its own wheie the 
operation of the piinciple c^f diminishing vendibility applies 
direc tly and nnmislakahly to its own i»oods. 1 he greater the degree 
of diflerenliaiicjii between its product and tlie nearest possible 
snbsiitnte, the moie effectively will its own sub-market be cut 
off fiom the* bioader inaikc*t in which all products of the same 
gc*neiiil class aie sold. I he differentiation between products may 
lesnlt lioni various cause's; suc h as form or (juality of the thing 
itself, to a brand oi tiaclc‘ name* attached to it, the location of the 
stole in which it is sold, services that are given with it, personal 
relations existing bet ween the buyer and the seller. Whatever the 
liasis <»l the- cliflerenti.uion. whenever differentiation is present to 
an ajjpieciable c'Xlent, each individual fiiin will find that the 
ptice obtained for its |)i()duc t is affca ted by the size of the out|Mit 
that is ofleicd for sale'. I'ach is then confronted with a demand 
cunc for its own panic idar |)rc)duc t similar in its essential char- 
.ic tel istic s to the- geiic ial market demand c urve discussed in 
(ihaptei c). I lie* piinciple of diminishing vendibility operates in 
the sub marke t as it does in the general market. In order to induce 
buNc'is to take mote- of his product in ])referen('e to thexse with 
Avhich it competes, the individual .seller must either find a way 
of shifting the- dc'inand c in ve by some method of .sales promotion 
(e.g. an adveiiising campaign) or else he must lower his price, 
l oi thc‘ piescnt wc* \\ill disregard efforts clirc'cted specifically to- 
wards dcinand cicMlion. and consider only the second of these 
altc ‘1 nati\es icaliution of price. 

The jiroducer of a clitlci entiate'd product is not in the same 
position as a evheat farmer. The farmer, to repeat, finds it neces- 
s.nv to est incite only the mai kel |)ri(e at whic h he might expect tc^ 
sell wh.itc*\er cpiantits of the one article — wheat— he individually 
dec idc's to grow, but the producer of a differentiated prcxluct must 
lot in some estimate c»f the different prices he might expect to re- 
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ceive with varying volumes of that special ai tide. This is 
a problem in which many factors of great uncertainty arc 
it is one with which business men arc obliged to dc:'l as best they 
can. In some instances, especially where the changes contemplated 
are slight, the individual might be justified in assuming that his 
competitors’ prices would be maintained at their established levels. 
But in what is probably the great majority of cases, he must face 
the fact that other producers may react to his adjustments with 
readjustments of their own. The demand curves used by econo- 
mists are commonly drawn up on the assumption that the prices 
of all products other than the one under consideration remain 
constant. While this is the most useful type of curve to employ 
for some purposes, in exj3laining the production adjustments of 
a specializing individual firm a closer relation with reality is at- 
tained thru a demand curve Avhich rej^resents the expectations 
of the producer after he has made whatever allowances he thinks 
necessary for the reactions of his competitors. It is in the light of 
these general expectations that his policy will actually be deter- 
mined. A demand curve drawn up on either basis will almost cer- 
tainly slope downwards to the right; one drawai up to take account 
of expected changes in competitors prices will probably slope 
more steeply than the other. 

Suppose, then, that a firm producing under the conditions rep- 
resented by the data in Table II has the demand expectations rep- 
resented by the second line in Table III (i)age 210) . As each suc- 
cessive unit of output is sold, the direct effect is to add to the total 
revenue an amount equal to the price corresponding to that (juan- 
tity. But the indirect effect is to lower the price that might have 
been obtained for all the earlier units. The net addition to reve- 
nue resulting from the sale of any unit depends on the relative 
magnitudes of these losses as compared with the price at which 
the particular unit itself was sold. The simplest way of determin- 
ing this net effect is to subtract from the total revenue obtained 
when the marginal unit is sold the total revenue obtained when 
one unit less was sold. The marginal revenue series obtained in 
this way is shown in the last line of the table. Applying the general 
rule given above for maximizing profits, the output should be 
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cxpaiKlccl to the |)oint ivlicre every unit is produced for which tlie 
iiiargitial c»)sts are less than the marginal revenue (which was 
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simply tiu- pi id* in (lu* earlier c ase of an nndifft rentiated pnxl- 
n<() . No nniis are |)rodn< ed for uliidi marginal costs arc greater 
than niaiginal revenue, riieii we find that the firm should now 
( hoose an oin|)n( of 8 units. On the eighth unit, there is a net gain 
of 25 (ents (marginal revenue of $.8.1)5 against marginal cost of 
$‘p.|o) . To prodiue the (jth unit now would be unjxohtable since, 
ahho its pri( e higher than its marginal cost ($4.00), 

the marginal icveniie ($8-15) is less than the marginal cost.^ 

J he analvsis made in this ( haj)ter is ini|)ortant in that it illus- 
ti.ites the* (lilfereiui* in the adjustment of prodiution under two 
kinds ol ( ompetition: inst, “atomistic compelilion” (also termed 
“pure” ( omjic lition and “perfec t” competition) , when the c^utput 
of each individn.d producer constituU*s only a small part of a 
homoge neous sui)plv; and sc*c c)nd, “inonc)j)c)listic' c ()mj)etition,” 
when the* produc t of ilur individual seller is sufiiciently differen- 
tiated to give him a fairlv distinc t submarket of his own. The 
position ol a linn under conditions of “monopolistic competition” 
re sembles that of a monopolist, d'lie difference between them is one 
of de gree (or delinilion) rather than of essential characteristics. In 

^ l hcoictii .ill\ . lor ilu’ cst.i])! islmicni of cqiiilibiiuni in either the slu^i t run or the 
Mill it is lUMss.Mv ih.H 1 n.iM 4 i 11 . 1 l tONi .nut niaM 4 inal revenue sliouUl he eijiial 
(me iniK In tlie short inn it is sutfuient if ilic marginal revenue is greater than 
tlie .»\eia» 4 e \.ni.ihle rosis. Hut lor etiuilihi iuin in the lonj; run, uheie the entry of 
new ImuN into the imlustiN is tinresti ic toil, it is necessary as a further condition that 
a\eiay;e ie\enue should he eqii.d it) .i\eraj»e full costs (me = mr and ac — ar) . 
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neither case can another producer supply customers with exactly 
the same product, and yet in both cases there will be more or 
less effective competition from substitutes. No o\\.: except the 
Ford Motor Company can produce cars having that name, nor c?n 
anyone except the American Tobacco Company mannhuture 
Lucky Strike cigarettes; yet we do not ordinarily "efer to these 
as cases of monopoly. On the other hand, a gas company is com- 
monly said to have a monopoly because it is given an exclusive 
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right to pipe gas to houses in a certain district; yet this too is af- 
fected by the competition of coal, oil, and electricity. The distinc- 
tion between those cases in which some element of monopoly is 
present and those in which the competition is atomistic may be 
simply stated in terms of the slope of the demand curve with which 
each individual firm is confronted. Under conditions of atomistic 
competition, the individual demand curve is horizontal (i.e. the 
price remains the same regardless of changes in the individuars 
output) ; whereas under conditions of monopoly or monopolistic 
competition, the individual demand curve has a negative inclina- 
tion (i.e. the price declines as the output is increased) . In the 
former case, marginal revenue is equal to price and the marginal 
revenue curve is identical with the demand curve, as shown in 
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l iKiiro 12. Ill the latter case, marginal revenue i.s always less than 
|>rice and the marginal revenue curve lies below the demand 
< iit ve as in Eignre i j. Hearing in mind what has been said — that 
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ii is not |)ii(c l)iit niiiri^inal revenue that dircrtly determines the 
on!|)U( \vlii(h will m.i\imi/e profit.s — the importance of the dis- 
liiKlion will he readily perceived. 

jS; 7. In 01 (lei (hat the most essential basic: jninciples concerned 
with the eionomiis of ilu* individual (irm may stand out as clearly 
as |)o,ssihle. the lore^oinuj hi ief disc ussion has been made as simple 
as possible. ( '.oni|)li( aliiii; fac tors have l)een ignored which would 
need to be taken into account in actual everyday experience. Con- 
siderations lelatinu to production organization, personnel man- 
agement. Imanc ial control, market strategy, competitive tac:tic:s and 
long run planning are seldom simple in their character. Not even 
the assumption that individual producers will seek to maximize 
their prolits can be acce|)lc*d without cjualilication. riiere are firms 
whose* ideal is long uni sec uritv rather than maximum piofits at 
the moment; others in which an increase in the size of the busi- 
ness. the* e xpansion of the* industrial held under its control, comes 
to be* ug.irded as an end in itself; and still others in which pride 
in the cpiality of service rendered or a conscious desire to con- 




§ 7 ] 


THE INDIVIDUAL FIRM 


213 


tribute to the general welfare arc factors. Business behavior can- 
not be entirely explained in terms of cost curves and demand 
curves. Nevertheless these analytical tools go far toward promot- 
ing an understanding of the cjuestions with which business men 
commonly have to deal. When they are closely analyzed and the 
qualifications needed in applying them are borne in mind, they 
can contribute effectively to the understanding of many economic 
problems of wide importance. 
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MONOPOl.Y VALUK 

1. Xfonopoly afFcrts price tlini limitatir>n of supply. This proposition (juali- 
liccl as to transactions h< tween niiiidieinen, especially as to producer’s 
capital. — i!. How price* is fixed if a monopolist has a lortuitoiis su|)ply; 
how it he* j)ic)dnces liis siij>ply at constant ccisi. Moncjpoly profit. Destriu- 
tion of part of the- supply possible, but not prcjbable. Diamond mining 
as illustiaiing monopoly price. — Monopoly price under increasing re* 
turns, (iopyiighted books as illustrations. Monopoly price under diminish- 
ing re turns. — I'ossibility c»f varying prices under monopoly. Copy- 
lightccl books; telephone rales, (amverse case of uniloiin prices under 
inono|)olY. S f). '‘Dumping” e xplained by monopoly. — 5:5 6 . l]nt|ualitied 
monopoly rare; various limitations and ipialiltc ations. — § 7 . Duopoly; com- 
plications of thc! theore tic problc‘in; the complications even greater in the 
woild of affairs. In wliat way and to what extent competition remains an 
active force. 

sij 1. A inonopoli/c'd c oiniiiodily will be sold, by a pcMSon doing 
business lor gain, on sue It lei ins as will yield the largest net reve- 
nue. VVe may assume, at the out.set at least, iliat persons possessed 
ol a monopoly ac t with shrewdne.ss, and adjust their sup|)ly with 
intelligenc e and sue less so as to sec me this maximum gain. 

W'e say. adjust the supply: tor this is tire mode in which the 
mono|roli.st c an allec t price and profit. J'lie conditions of demand 
are beyond his couticd. W hen once the sup|)Iy is settlc'd and put 
on the marked, the* pi ic e at whic h it will sell depemds on the play 
of dcmiand. In this rc*g.ucl, monopoly value presents no pec uliari- 
ties. Its spc’c i;il problems ari.se in .so far as the moncjpolist can make 
the .su|)plv larger or smaller at will. With a given supply, put on 
the market ru hloc,^ the price will be the same whether it is in the 
hands of a single person or of .several competing per.sc^rns. There 
is some one price which me;isures its marginal vendibility — some 
one pric e at wide h the whole c an be sold, and no more than the 
whole — and that price will rule. 

This proposition, like .so many in economics, needs to be taken 
broadly, as a statement of a tendency, not of literal detail; with 
prec i.selv the same allc^wanc e for irregidarity and imperfect adapta- 

' Stv I ill ibis cli.iptcr fui ilic signilu.iiut' of this niialificaiioii. 
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tion that must be made for any general statement on values and 
prices. If put as a statement not open to argument or qualifica- 
tion, most men in active business would deny it. They would say 
that a combination or monopoly can secure a higher price than 
competing persons can, even for the same supply. They know that 
a higher price can be obtained, in the first instance at least, fi^om 
the middlemen, the wholesale or retail dealers, to whom iBl 
monopolist usually makes his direct sales. When producers are 
competing, these dealers are very apt to play off one against an- 
other and to induce the shaving of an offered price by threatening 
to turn to a competitor. No doubt, if all of the dealers do this suc- 
cessfully, competition among them will tend to lower prices in 
the end for the retail purchasers. At that final stage, it will appear 
whether the prices are such as to bring about the equation of 
supply and demand. But competition among dealers, and espe- 
cially among retail dealers, operates with friction; and the lower 
prices which competition among manufacturers causes these to 
concede to dealers may redound for a considerable time to the 
dealers’ profit, not to that of consumers. Conversely, a monopoly 
may squeeze the dealers, so to speak; charge them higher prices, 
which yet they do not find it feasible, for some time at least, to 
pass on to consumers. And even when such a rise in prices reaches 
consumers, the effect on their purchases is not immediate or auto- 
matic. If indeed the rise is great and the demand for the com- 
modity is highly elastic, a reduction in purchases will be prompt. 
The monopolist will find almost at once that he cannot sell the 
same siq^ply at higher prices. But if the rise in price is qot great, 
people will very possibly continue to buy for some time what they 
have been in the habit of buying. Tho uneasy and irritated by 
the higher charge, they may yet for the moment not readjust them- 
selves to the new situation by curtailing their purchases. The 
monopolist may then hold the raised price for a while, even tho 
consumers would eventually withdraw. Meanwhile, in a growing 
community, new consumers may be added, or the old consumers 
may get larger incomes. An increase in demand may overtake the 
higher price, and make it permanent; and then it will seem as if the 
mere fact of monopoly had caused prices to rise. 
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riic position of middlemen as buffers, easing and delaying the 
jjicssuic of the forces at work, appears ev'en more strongly in the 
case of producer’s goods. As has already been said,^ the play of 
demand and utility is much modified in the prices of such things 
as iron, ((>p|)er, timber, wool. I'he connection between the price 
ultimately paid for finished goods by consumers and the ruling 
pi i( (• for materials among dealers is often a slow and uncertain one. 
Si ill slower is that between the materials for tools, like iron and 
(o|)|)er. and the (onsumable articles which in the end the tools 
se!\(‘ to make. Mere there is a possible influence of monopoly on 
pi i( e whi< h would not appear if the monopolist sold an enjoyable 
( ommodiiv direi lly to the (onsuniers. 

it is to he noted, further, that the first stej) taken l)y a monop- 
olisi is usuallv to settle his price, not his supply. The holder of a 
patent, for example-, will offer the patented article at a given price; 
he will not usually determine in advance the amount which he 
will j)Ui on the market. If he finds that at the given price he can 
sell more than he expected, he will add to the supply. If he finds 
that he- c annot sc-11 so muc h, he will let the stock which he has on 
liand go off giadiiallv, and in the future will add to it slowly and 
cautiouslv. In oilu-r words, he experiments with the supply which 
he can dispose of at the |)ricc‘ fixed, and as time goes on loweis or 
laises his pi ic c* ac cording to the* response from purchasers. Prob- 
ablv he* is onlv half conscious that his control over price rests on 
his contiol o\ c r sujiplv. ^'c•t the shrewd business man is rarely in 
doubt that this is the fundamental condition for keeping a price 
abo\c‘ the* compi-liti\ c- level. 

1!. The- power of a monopolist over price being exercised 
fundanu-ntallv thru his control cner supply, let us examine fiirthcr 
in w hat wav the control is exerc ised. 

1 he- simplest case is that of a supply whic h has cost nothing — 
Nonu-lhing in the nature of treasure trove. Such a fixed supply, if 
put on the market as a whole, will fetch a given price. Uut the 
owner mav reason tliat a less supply will fetch a higher price. If 
(he demand be inelastic, half of the supply may fetch more than 
double the pric e, and so yield a larger gross sum. It will then be in 


See .ilH>\e. C'.h.ipier lo, g 5. 
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the interest of the monopolist to destroy half the supply, and put 
on the market only the remaining half. If the demand is elastic, it 
will more probably be to his advantage to put the whole on the 
market. The price per unit, to be sure, will be lower than if only 
half were sold, but not so much lower as to make the gross yield 
less. It is usually to the interest of a monopolist to restrict sensibly 
the supply of a commodity subject to inelastic demand, and to be 
liberal with the supply of one subject to elastic demand. 

Suppose next that the supply is not fortuitous, but is produced 
by the monopolist under the ordinary conditions, with capital in- 
vested, laborers hired, sundry expenses of production iiu lin ed. 
Then the monopolist will aim to obtain not the largest gross 
amount but the largest net profit. And that net profit he will try 
to make larger than the usual profits of capitalists. It may be as- 
sumed that in any case the monopolist would be able to secure on 
his capital, by investment in other directions, interest at the usual 
rate; and that for his own labor of direction and superintendence 
he would be able to secure the reward usually aci ruing to labor ot 
the same skill and assiduity. Those normal gains we reckon among 
the expenses of production, or at least not as due to monopoly. It 
is the excess above them that constitutes monopoly profit. 

It is probable that few monopolists consciously separate their 
gains in this way. They rarely distinguish between mono])oly 
profits proper and cjrdinary returns for their capital and labor. 
They simply rejoice that they pay dividends at twenty or thirty 
per cent, or are able to be munificent on salaries to themselves and 
their associates. If closely questioned, however, they would soon 
distinguish the share in these gains which is due to monopoly 
alone. It is that. share, monopoly profits in the strict sense, which 
now interests us. 

If the monopolist produces his commodity under the conditions 
of constant cost, his calculation of net profit will be simple. Figure 
14 will illustrate it. The cost of producing the commodity is there 
represented by the distance from O to C, and is the same whether 
a large or small amount of the commodity be produced; it is 
OC AC^ z= BC'\ The price at which any given quantity will sell 
depends on the conformation of the demand curve DIV, If a quan- 



2i8 


VALUE AND EXCHANGE 


[Ch. 17 


tity ()A is put on tiu* market, it <an all be sold at the price A A . 

I he total (ost ol iliis (piantity is i)CC/A, Monopoly profit will 
then be indicated by the aica (!PA'(/. But il the (juantity OB is 
])nt on the maiket, the price must be lowered tea BB% that being 
tlie price at which: the whole cjuantity OB can be disposed of. 
Monopoly prolu is now the area LP/i'L". If die first area, 
OBA'(/f is the laiger cjI the two, it will be to the interest of the 
monopolist tcj restrict his outjiut to the (juantity OA. But if the 


Y 
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area ('.B'B'i'/' is the larger, it will be to his interest to enlarge his 
oul|)ui to the amount OB. As has already bean said, the elasticity 
ol dem.uul has an important influence on the c alc ulat ions ol the 
monojHilist. II demand is elastic' — if a lowering c)l\j)ric e will greatly 
stimulate consumption and purchase’s -the cjuantitv whic h can be 
disposc’d ol at the pi ic e OB' will be greater than OB. The parallelo- 
giams indie ating gross rcaeiptsand monopoly profit will he longer, 
and largc'i in area. Under such conditions it is |)robable that mo- 
nopoly profit will be larger lor a coinparatiyely low price than tor 
a high one. 

In a prec c'ding sc'ction it was said that a monopolist might find 
it to his achantage to destroy part of a supply, in order to sell the 
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remainder for a larger gross amount. Rut such destr’*('tion can 
take place very rarely. Fortuitous supplies, coming iii»o a monop- 
olist’s hands without cost, hardly ever oc:cur. When a monopolist’s 
supply is produced and costs something, it is (obviously easier and 
cheaper to refrain frc^m producing a part of it than to destroy a 
part after it has been produced. Only, from miscalc ulation or 
causes beyond control (such as superabundance cjf c lops) may a 
monopolist find destruction to his advantage. It seems to be well 
c'stablished that in the eighteenth century the Dutc h East India 
Company at times burnt part of its crop of cloves in order to be 
able to sell the remainder at prices so miic h higlier as tc^ inc rease 
its gross receipts. Similar destruction would hardly be ventured in 
a modern community; fear of retribution from an outraged public 
opinion would prevent it.^ 

The mode in which a nicjnopolist commonly proc:eeds in the 
adjustment of supply is illustrated by the conditions C3f diamond 
prc3duction for many years. Virtually all new diamonds c:ame from 
the mines at Kimberley in South Africa. These were under the 
single ownership of the l)e Beers Company, formed by an amalga- 
mation, under the guidance of Cecil Rhodes, of a number of c:om- 
peting mines. Some of the mines were not worked, and the total 
suj3ply was intentionally limited to the anmiint which c(3uld be sold 
to best advantage. The demand for diamonds, after a certain point, 
is highly inelastic. They are bought chiefly hjr purp(3ses of display. 
Scarcity and high price are the basis of their utility; if very abun- 
dant, they would be little prized. Hence it was clearly to the ad- 
vantage of the De Beers Company to curtail production and limit 
the supply." Were the commodity one like copper, with a very 
elastic demand, it might pay such a monopolist to work the scjurces 
of supply to their utmost capacity. 

* When a publisher prints a limited edition of a !>ook, and then distributes the 
type, he may be said to wipe out part of the supply in order to sell at a higher 
price the copies which he prints. 

2 The Dc Beers Company controlled 95 per cent of the world’s diamond production. 
See G. F. Williams, The Diamond Mines of South Africa, Vol. I, p. 291; Vol. II, p. 161. 

Since the date of the first edition of this book (1910) , the situation has changed 
somewhat. Discoveries elsewhere in South Africa have added to the supply, and 
the monopoly, while it remains effective, is in the hands not of a single producer 
but in those of a combination of a very few producers. The industry still illustrates 
the conditions of monopoly price. 
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^ Suppose now that the inonopoli/ed com modi ty is produced 
not under the conditions of constant cost but under those of di- 
minishing (ost (iiK leasing returns). 1 lie calculations of the 
monopolist then become complex. He must consider on the one 
hand the extent to which price will fall as a larger supply is put on 
the market, and on the other hand how much cost will fall as more 
is produced, l ltc situation is again easily illustrated by a diagram. 

On Figure i r, 1)1)' represents an elastic demand. SS', the supply 
( iirve, has a steep iiK lination, at least in its upper range, repre- 



I n.. ir, 

seining a very raj)id decline in cost |)er unit as supply is en- 
laiged. II the monopolist produces and |)Uts on the inarkel the 
(|u. unity OA, he will find the cost per unit to be A(\ and the 
total cost to be (A)A(!. That supply will In* sold at the price 
AA': the gross receipts will be OPA'A, and the monopolv profit 
will be Cl*A'C. If, on the other hand, the (inantity |>ro(luced 
is the larger amount OB, the cost per unit will be only BC/, 
and the cost of the total supply will be iPOBC/. That supply can 
be sold at the price BB'. The gross receipts will be ORB'B, and 
the monopoly profits will be C/RB^C/. Evidently the monopoly 
profit will be much greater with the lower price than with the 
higher price; this because the conditions assumed are those of ycry 
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elastic demand and of rapidly decreasing cost. I he less elastic the 
demand, and the less rapid the decrease in cost, the more probable 
is it that the monopolist will find it to his advantage to limit the 
supply and keep up the price. 

The reader will easily see that a number of maximum monop- 
oly profits and ruling monopoly prices are possible. To express in 
one single statement all the elements of the case would require 
mathematical formulation. Such a formulation, however, has an 
appearance of accuracy which is often misleading; and this is true 
even of a comparatively simple diagram like that given above. 
Some of the elements in the situation must be more or less a mat- 
ter of guess work for the monopolist; especially the degree of elas- 
ticity in demand, and the rate of decreasing cost with enlarged 
pi'oduction. Even in the case of a perfectly unrestrained monopoly 
— and such are very rare — monopoly price is usually fixed by a 
sort of rule of thumb. Tho probably at a point considerably above 
the c:ompctitive price, it is not settled by any refined calculation of 
the precise point of maximum profit. 

Sharply decreasing cost, or increasing return, is most likely to 
appear where articles are newly introduced. At first these are 
bought and used in small amounts. Later, as they become familiar 
and widely used, they are produced in larger quantities and the 
economies of large-scale production can be realized. Not infre- 
quently new articles are monopolized, being protected by patent 
or copyright laws. They then give a most apt illustration of the 
working of the principles here under consideration. Thus, the 
Welshach mantles attached to gas lights were long protected by 
)>atcnt in all advanced countries.^ They enabled a much better 
light to be had for a less expenditure on gas, and they con- 
taminated the air less. The demand for them was highly elastic, 
riiey were produced much more cheaply in large quantities. 
Hence, tho monopolized, they were sold at a price which, per unit 
of product, was not greatly above cost price; none the less, on the 
enormous quantity which could be sold, they yielded monopoly 
profits very great in the aggregate. 

A situation essentially similar appears in the case of copyrighted 

^This patent expired in the United States in 1906. 
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hooks. Any one book is produced more cheaply when large num- 
bers are printed. The expense of typesetting and of making the 
elettrotyped plates is the same whether one thousand copies be 
printed or fifty thousand. The other expenses of bookmaking 
paper, presswork, binriing, and the like — are tolerably uniform 
per unit, yet some of tlieni also show diminishing cost as more 
( opies are made, the f ost per unit being much less for a large edition 
than lor a small one. A (ommon clevice of |)ublishers is to issue a 
limited edition, often with numl)ered copies, and dis])Ose of it at 
a high late to (ollec tors and other |)ersons who prize the possession 
of a late thitig. I lu y (ah iilate that the profit will be greater from 
a small edition at a high price than from a large edition at a low 
pii(<‘. rile same icsult appc'ars with sc ientific books, which often 
ap|)eal to but a small < in le of readers and for which the demand 
is inelastic . Only where books are salable in great nuinl)crs and the 
cccjiiomicvs of laigc*-scale production are thus attainable will the 
monci|)olist liticl it profitable to put many c:opies on the market and 
sell them at a low pi ic e. 

Unclc'i c oiiclit ions of inc reasing cost (diminishing returns) the 
sitiiation of a monopolist will be different, riu' pr()bal)ility of a 
shaip limitation of siipjily is evidently greater if the increase of 
supply entails not less but grc'ater cost for additional output. If 
the* demand be highly inc‘lastic, suc h a monopolist will certainly be 
disj)osecl to restric t his output very miic h; for the price* he can get 
will tise mile h with Ic-ssc ned sup|)ly. while his expense's |)er unit will 
fall. And even with an elastic' demand he will have to reckon not 
indc-c'd ^^ ith ra|)iclly falling price as output iiu leases but with some 
inc lease in cost. Monopoly, however, with diminishing returns is 
probably rare. It may appear in the Ciise of some uncommon 
mineral prodne ts. obtainc'd from a single' some e of supply or a few 
combined source's (the South .\fri('an di.uncmd mines pcxssi!)ly 
j)rc'seiut‘cl an c x.miplc''^ . On the whole monopoly conditions, com- 
plcte or p.utial, are much more likelv to be* lound with com- 
moditic's |)ro(htcecl uiicler constant or under increasing returns. 

f:} j. Monopoh presents another possibility; different install- 
ments of the supply mas be sold at varying prices. Under com 
|)etitic»n. oiu' price prevails thriunit the market; no one seller is 
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allowed by the others to u^et a higher |)ri< e. In the |)re( eding 
paragraphs it has been tacitly assiiiiied that the same holds good 
under monopoly. But it docs not necessarily hold. 

Look, for example, at Figure 14 (p. represen ling monopoly 
under the conditions of constant cost. The monopolist cannot but 
look with longing eyes at the possible profits represented by the 
area CPA'C\ It is true that the one uniform price yielding him the 
largest gain may be the price OP' (=1 iiii') , at which his monopoly 
profits are CP'B'C". But may he not get in addition the extra 
profit potentially to be had on the quantity OA, which would sell, 
if put on the market by itself, at the price AA'i" May he not charge 
a high price to the richer or more eager buyers, while selling at a 
lower rate to those not able or willing to j)ay the high price? 

To sell directly and openly at varying prices to different pur- 
chasers is, to be sure, not always feasible or politic. There is the 
possibility of resale by the favored purchaser. Moreover, the deep- 
rooted feeling for equality or “fair treatment” is to be reckoned 
with. Its violation arouses resentment which may affect pur- 
chasers or lead to hostile legislation. Hence the mono|)olist, if he 
discriminates, is likely to disguise his discriiTiination. In some 
degree he may secure from the upper strata of buyers that higher 
price which would otherwise inure to them as consumer’s surplus. 

The monopolist may put the commodity on the market in in- 
stallments. He may sell at a high price first to those whose demand 
is keenest; and then, after a pause, put on the market a furl her 
supply at a lower price. Substantially this is often done by ])ub- 
lishers with copyrighted books, especially such as are reasonably 
sure to have a considerable vogue. A first edition is offered at a 
( omparatively high price. After a season or two, a much cheaper 
“popular” edition is put out, tempting a whole army of buyers 
for whom the first edition was too expensive, rhere is, indeed, 
some pretense of a difference between the two. d'he popular edi- 
tion is printed on cheaper paper, has a less elaborate binding, may 
be in paper cover. But the difference in cost between the two 
forms is usually small and by no means accounts for the difference 
in selling price. That difference results in the main from the pub- 
lisher’s effort to tap in succession the several strata of buyers. 
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Srmietliinj:^ of the same sort happens not infrequently in the case 
of patented articles. 'Ehese may be sold at a high price for the first 
installments put on the market, and at prices much reduced as 
tlie great mass of buyers are sought. 'Ehere is, to be sure, another 
factor, already referred to. Jk*ing patented, the articles must be of 
a new sort; since the law gives the patent monopoly only on the 
giotind of this novelty. I’lie market is necessarily uncertain. The 


/)atenfee is likely to prcK eed ( autiously. Almost always it is only by 
gradual a( rpiaintaiK e that the />ublic can be led to buy a novel 
<nti( Jc. 1 he moderate* ejuantity ])iit on the market at the outset 
does iK>( allejw the advantag(‘s of large-seale j)roduction; hence, tho 
piite is high, cost also is high. If it \v(*re eertain from the start that 
thr arti( le would find a wide sale. large plant and elahorate di- 
vision of kd)or might be applied from the beginning, great quan- 
tities might he ])rodu( ed. a small part sold at onc e at liigh jaices, 
the rest stored away until it was time to satisfy the demand at lower 
pines. But this involves risk. Commonly, the earlier installments 
are piodiued and sold tentatively, and the advantages of low cost 
are not reaped until the possibility ot large sales at low prices is 
pioNcd by su(( <*ssi\'c‘ experiments. 


A (Inn i in.si.iiinM)l (lisd imiiKiiion in to he supplied 

l)V the telephone. I hi.s is a monopoly in most ( ounmmiiies. and 
indeed, uhelher under private or pnhiie management, oiiy;ht lo 
he a monopoly. I'he (ommoditv. or .sei\ ic e. is not ol a tr.msierahle 
kind: heiu e one ohstat le to diserimination -jxissihle k sale -is out 
ol the wav. I elephone rates are eommonlv adjusted on the basis 
ol what the ti.ser tan pav: thev are hij-her in t ities and in thiekiv 
H-tlled distmts than in rural distric ts. Some p.nis ol the t.iiialions 
in ( hai j’fs .ire doubtless dne to dill'ereiu es in lost, bin in the main 
they seem to be the oittiomc ol monopoly eonditions. I his form 
ol pric e disd imination is not neee.s.sarilv objet tionable: it inioht. 
he te.u lied under pnhiie ownershij) as well as tinder priv.iie: i? is 
addtieed here simply liy way of iUnstratins; the peeiiliarities of 
monopolv j)iiee.s. 


eotivei.se tase oeettrs when :i monopoly di. trees a level r ite 
«> all {lersons. under etmditions whit h wotild lead (Oiiipetine p, ,,. 
diueis to ehari{e rates v.irvitiu; aeeordine; to tost. I'robahlv the 


§ 5 ] 


MONOPOLY VALUE 


225 


uniform fare in American street railways could not be maintained 
but for monopoly conditions. Custom, convenience in collection, 
and a disposition to conciliate the public account he\e for the one 
rate of fare which the monopoly charges. The most striking case 
of this sort is where a public authority carries on an industry as a 
monopoly. The uniform rate of postage on letter, is to be ex- 
plained largely in this way. The two-cent or three-cent rate is 
highly profitable on short-distance letters, and especially on letters 
in the large cities. If competing producers carried on the business, 
some of them would enter this profitable part of the field and carry 
letters there for much less than two cents. Other private individuals 
or corporations who might undertake letter service in outlying dis- 
tricts of thin population, especially the rural districts, would have 
to charge considerably more; or else the government would have to 
do the ^vork at a heavy financial loss. The existing monopoly en- 
aldes the government to cover the loss in one region from the 
profit in another. The jDOStal service hence is administered at a 
very moderate uniform rate, usually with profit in European 
countries, at a comparatively small loss in the United States. 
The social and educational advantages of thus conducting the 
service as a monopoly with uniform rates are too obvious to need 
emphasis. 

§ 5. The jiossibility of charging different prices to different pur- 
chasers explains the phenomenon of “dumping” — that is, the dis- 
posal of commodities in a foreign country at one price, and to 
domestic purchasers at another and higher price. In the absence of 
monopoly — that is, if producers were competing freely — all pur- 
chasers would get commodities at the same price. Competing 
prcxlucers might indeed gain collectively by selling part of the 
supply at a low rate and the rest at a higher; and where market 
conditions happen to be disadvantageous, and where the total 
supply cannot be sold on remunerative terms, there is a strong 
inducement to resort to such tactics. But no one producer will 
sacrifice himself for the benefit of the rest; he will not slaughter 
the whole or a part of his stock in order that others may gain. If 
however all were to carry out an agreement to sacrifice each a 
specified share of his supply, reserving the remainder for higher 
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pric es, the ohjec t ronrcivably be accomplished. Here, to be 

siiir, theie is this (jhstnc le: a jjo.s.sibility that the favored purchaser 
may ic.s(*]l t(} those from wfioin it is proposed to exact the higher 
pii(C‘s. Hut if the favorerf purcfiaser is a foieigner, and if a heavy 
(fury on imports prevents him from senciing Ixick the “dumped" 
(ommodity to the domesti( market, tlie (jbsiac le is removed, f'lie 
domestic price can then be kept Iiigher, and the gain from this 
somcc* may outwe igh the Icjss on the dumped sales to foreigners; 
especially if the commodity l)e one for which the demand is in- 
elastic and of whic h an inc teased supply on the domestic: market 
would gic atly dc pre ss the* pric e. If tlie operation be carried on by a 
see me- mouo|)oly, it is possible that the foreign sales themselves 
will be* at ic-munerative iatc*s and that the higher domestic price 
will \ic ld monopoly profits still further enhanced. 

The* mou* com|)lt‘tc- the monopoly, the more* likely will be in- 
e(|ualitic‘s in the iritme of “dumping.” Even in cases of halfway 
monopoly or tempoiaiv motiopolv, something of the sort may 
ha|)|K‘U, tho tfu* disc I iminations will be less striking and less con- 
tinued. Anv pioducci or vemdor of a “specially” — a particular 

bland, an unusual commodity is apt to be lor a time in a position 

ol semi inonoj)ol\. So lar .is he controls the given at tic le, he mav 
hud it ad\ antagc'ous to gcM rid of pat t of his su|)|)lv in a foreign 
countiv. 01 in anv out ol the-way region in oiclet not to “spoil” 
his domestic market. Where control ol the markc't ic‘sis onlv on 
good will. 01 nn cstal)lislu*d |)lant and icpulalion, thc‘ extent to 
wide h dum|)ing c an he < at t ied is obvionslv less that) itt the* case of 
a (itttt and c tidutiitg tttottopoly. W here on the other hatid many 
ptoduc ct s ate stc’adiK cotttpeting in the sale ol a staple cotnmcxlitv, 
ditttipittg will not at ise at all. 

^ (i. (dittpic te aitcl uitcjualified monopolv is rare. Hence tew 
ittuc It St t ess should not he laid on the theorv of mono|)oly price 
in c'Xplainittg lhc‘ pheitoitien.i of actual life. 

A ttiot)oj»ol\ exetcised hv a goveinmc til lor fiscal ic'asotis <'ives 
pci haps the* best chance- of ex.uting the lull monojHiK pioln. 
When the- Kht‘di\c‘ ol IgNpi. in the class heloie the English oc- 
cupation. maintained a monopolv of the salt trade, he piohahlv 
scjiiee/ed out ol it i emorselesslv all that could be exacted from his 
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unfortunate subjects. But fiscal monopolies do not j»'eneially exer- 
cise their power to the utmost. Tliey are not uncommon in 
civilized countries, being simply a method ol securing public 
revenue thru monopoly management instead of bv taxes. Such are 
the tobacco and salt monopolies in the Austrian Reich, Italy, and 
Japan, the tobacco monopoly in France, the spirit monopoly in 
Switzerland. These are rarely exploited up to tlieir maximum yield. 
A given net revenue, varying according to the financial needs of the 
several states, is sought and the adjustment of supply and of prices 
is pressed no further. 

Patented and copyrighted artic les, again, seem to fulfill the con- 
ditions of perfect monopoly; the law forbids competition once for 
all. But the liolder of such a monopoly must reckon with the com- 
petition of more or less available substitutes, and thus is compelled 
to abate his prices and enlarge his supplies more than he would 
otherwise do. Copyrighted books for example must meet the com- 
petition of other copyrighted books of a similar kind, not to 
mention those on which the copyright has expired. A first-rate 
textbook yields a good monopoly profit, sometimes a very high 
one. Yet if the price be put too high, otheis little worse can be 
used in its place. The gain from a copyrighted or patented article 
often arises not so much from selling it at a higher price than 
others of a similar sort as from selling much more of it at about 
the same price. 

In other cases, also, of real or apparent or half-way monopoly, 
there are commonly checks. Many so-called monopolies lack a 
legal basis and even a solid industrial basis. There is often only a 
weak basis with most of the “trusts’* which have been formed by 
horizontal combination. They must be ever on the watch against 
competitors, and very few, if any, are in a position to exercise un- 
restrained monopoly power. Others, again, tho more securely es- 
tablished, must be on their guard against regulation or displace- 
ment by public authority. Such are the so-called “public service” 
industries — the railway, the street railway, the telegraph, the tele- 
phone, the gas companies. Both of these sorts of cases, so impor- 
tant in modern industry, will engage our attention as we proceed. 
Here it suffices to note that the monopoly is a qualified one. 
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Ein;illy, the dullness or forjX)r of a monopolist must be reckoned 
with. I hr siri( t rcasoni/ig of the theory of monopoly price assumes 
liim tr) piess his .uhanta^e shreu’dly and to tlie utmost. He may 
do nothing of (he kind. The spur of (f)mpetition the one force 
whic h mcjie tiian any cjther stimulates enterprise and business 
intelligence — is lacking. I’he secure monopolist is likely to be 
(oiiteiit with a good comfortaf>Ie profit and to let well enough 
alone. It m.iy hapjjen, indeed, that ancjther and shrewder person 
will see the |)ossi hi lilies, buy out tlie inert pcjssessor, and proceed 
lo manage the affair witli more vigor and profit. Sucli has been not 
infrecjueJUly (he course of events in the public service monopolies 
of model n limes, espec ially those whose possibilities of profit have 
been c oimec led wilh c hangc's in the arts and with the rapid growth 
of great c ities. Ihil this is not a mattei on whic h predic tion can be 
ve ntured. I he* ac tual wot king of monopoly is ofUMi highly un- 
c c*i tain and it rc'gular. 

v 5 s 7, What has bc*c‘n said about the dilTerenc e between the closc- 
rc*asonc*d theory of monopoly j)iice and the uncertain working of 
monopoly in the actual world applic\s to a kindred set of j)he' 
nomena, to which the term duopoly is a|)plied. d'here may be 
more than one pc ison (or firm or corporation) in control of tfie 
supply, yc’l not so many (hat eac h proceeds regardless of what the 
other doc s, as is the case with free or “pure” competition. Between 
them thc*\ control the supply but thc*y do not ac t together as one 
man. f'ac h has .some regard to what the others put on the market, 
riu* simj)lest c .isc* and a repi esentalive one is that of duopoly, two 
procluc CM S ,iucl no mot e. 

What would happen if this situation existed in all stric tness — if 
(here were (.sav) two c*agle-eyecl, cold-blooded, highly intelligent 
jiroclucers; no competitors: no regard to legislation or public 
opinion — has bc*en much debated for a centinv by economists, 
c'spc'ciallv by the mathematical economists. There is still no cc^n- 
sc iisus of opinion among these whether the outcome of the calcu- 
lations and doings of such duopolists would be a determinate or 
indeterminate price. The cliHicultv in the way of reaching a con- 
c lusion seems to rest on the c irc umstance that a necessary step in 
the reasoning is some assumption about tlie state of mind of the 
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two producers, — how each would expect the other to act. It is im- 
possible in any particular case to foretell which among possible 
assumptions on this score is in accord with the tacts, what is the 
way the duopolists will think and act.^ Were this Known, output 
and price would be determinate. Not being known, they are in- 
determinate. The output would probably be less and the price 
higher than under free competition, and the price prol)ably lower 
than under monopoly. Conceivably it might rest at either extreme. 
There is no a priori ground for cone hiding just where it is likely 
to come between these limits. The diliiculty l)ccomes less if there 
be not two but several firms in control of the supply. 

The sort of theoretical conclusion just stated holds if the duop- 
oly is firmly established, — if the few producers have complete and 
unfettered control of the supply. The uncertainty which theory ad- 
mits under these strictly defined conditions must be faced even 
more in the confused conditions of the actual world. Kstablished 
and continuing duoj)oly is hardly to be found. True, there arc 
cases where the evidence at first blush seems to show it to exist. 
But on closer examination there usually proves to be a cross be- 
tween duopoly and horizontal combination. For example, the great 
steel concerns of the United States are few, headed by the United 
States Steel Corporation. Their relative (juantitative positions in 
the industry remain about the same over considerable stretches of 
time. They have some formal understandings ^ind doubtless 
further tacit understandings. But they watch each other and sus- 
pect each other. They act together, yet do not cease to struggle to 
hold each its own “fair share” of the business. 7'hey thus have ear- 
marks both of duopoly and of a semi-monopolistic combination. 
Back of this there is another element: they are not sure how far 
they could go even if in complete agreement among themselves. 
They must still be prepared to face interlopers, — new, ambitious, 
able competitors. This kind of uneasy and unstable situation may 
persist indefinitely. Possibly it is only a stage of transition to an 
all-embracing monopoly, tempered by a few smallish independent 

1 The topic is too abstruse for elaboration in a bot)k like this. For a critical history 
of its treatment by the mathematical economists, see the chapter on Duopoly and 
Oligopoly and Appendix A in Chamberlin, Theory of Monopolistic Competition. 
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(oiKcrn.s which arc tolerated in order to veil the monopoly. A 
similar state of affairs would seem to exist in the great oil con- 
cerns. It does iKJt full readily into any one of the familiar cate- 
gcjiies. 

1 he problem of duopoly arises with the greatest distinctness in 
c ertain nianiifacturing industries. The industries just mentioned 
-oil and steel — are highly integrated, there being vertical combi- 
nation, based fin part at least) on control over natural sources of 
the supply. Hut there are many industries of the more common and 
I <*presc‘ntafive sort, not highly integrated, where we find a small 
number of individual concerns, each on a large scale, each on 
guaic! ag.unsi the- others, all concerned chiefly with the working 
of <om[)c*tifion among themselves and all having in mind some 
sort of sharing of the field. A cross-section of an industry thus 
constitutc’cl would show at any given stage — a year or a quin- 
c|uc*nnium — the earmarks of duopoly. Yet over a seric's of years, 
c hangc's would almost always appear both as regards the relative 
|)ositions of the old concerns and the parts playc‘d by new onc*s. 
The duopoly sc*ems to bc‘ there for the time being; but it does not 
peisist with (he same makc‘-up, and (he changes in make-up may 
indicate* a working of comi)etition, delayed in its effects and im- 
perfc’c t vc*t always around the corner. 

Ihiclerlving all that has l)c*en said in the ))rececling paragraphs 
is a point of c ardinal iinportanc e on whic h the best-informed ob- 
servc*r cannot speak with certainty. How far do the economies 
Ironi laige scale |)iocluc (ion go? If these have their limits, the large 
coiuc'i ns, tho fe^\ in number, do not constitute a c irc le c losed once 
for all. According as the growth of the economies from size is 
liniilc'cl or imlimilc’cl, tluTC may be settled inonopolv, settled 
duopoly, or an underlying competition, slc^w-working and im- 
pc rfc'c t yet in the end etfec tive. 

Not oidy these* economic factors but political factors affect 
the* situation. The further great-scale production goes and the 
c lose r the aj)j)ioac h to monopoly, the more likely is public control, 
thru regulation, taxation, outright ownership and management. 
Public control is in siric iness an economic* factor, just as the system 
ol private property is. What deserves attention in the present con- 
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iiectioii is that the mere possibility of publie ((Vitrol is an 
economic factor, having its effect on the way in ’ hi( h private 
ownership and management run their course. Whai has been said 
on this score about complete monopoly is applicable to duopoly 
as well. Another complication is introduced, and the interpretation 
of the shifts and changes of modern industry, the ascertainment 
of what are anomalies and what persisting characteristics, become 
more and more diflicult. 
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S I- M I - O X OPOL V. M O N O P O L I S TI C 
C () M P K T F T I 0 X 

jij I. Hninds. jnidc in.iiks, .Khcrtisin;^. I heir good side tolerably dear as re- 
gaids prodiK <1 s’ goo<ls.- -«5} 2. l.ess so as legards (oiisuiiiers goods. Costs 
riiad<- bight I.- -i;} Filet (s of the atlvertising of branded goods. Difficult 
problems in the sfiiti field of ttonomits. — Fven more j)crplcxing 
prohlt'ins as regaids welfare and happiness. Qiiestitiiis as to the scope of 
et onomit s. 

jij I . I n die present ( liapt(‘t sonu‘ piohlems of \aliie will be con- 
sideicd whit h ;nc on the border line between t onijudition and 
inono|)oly and do not lit readily into any one of the categories of 
the ( hapteis |)re( eding. They relate to the effec ts cd lirands, tradc- 
inarks, labels, advei tising. 

Pint baser s olten look to some external mark in dec iding which 
among comparable piodncts they will selc*t t. 'They are esj)ecially 
likely to do so whc‘n separated from the makers by a long chain 
of intermediai ies snt h as selling agents, wholesalers, retailers, 
rhc'y bnv .m artit le wide h has a biand or label or name* which is 
snp|)osed to gnat antc*c‘ ([iiality. I'he ptodneers find it nc'cessary to 
crcMteand maintain re|)iitation and “good will.” Often thev line! it 
prolitable to do so and sometimes einn inonslv profitable. W ithout 
some* identifving m.n k or brand, large sc ale* prodiu tion seems to 
be* impossible. I bis obstacle in the wav ol de\eloj)ing a great 
entc'ipiisc* doc-s not appear with the stanclai cli/c‘d and absolutely 
im|)erson.il law matc*iials, like wheat, cotton, pig iron, lumber, 
oies. I hc'se can be sold in huge volume anon\ mously. so to speak. 
Wheat nec*ds no tiade-mark. but in these modc‘rn times bread 
seems to. .As goods iic comc* more and more spec iali/ed in the course 
ol fashioning the raw materials, they accjuire .something in the 
nature* ol an individiialit v that must be made known and recog- 
ni/able. I he* pe rsons who produce* them try to ac ejuite a monop- 
olistic or semi monopolistic position. 

1 lade in.irks .md the like have their good sides and their bad; 
and the .same ;ipplies to the advertisitig which is so c onspicuous in 
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connection with them. In general the good sides appear most in 
the marketing of producers’ goods and the bad sides most in that 
of consumers’ goods. 

First, producers’ goods. d1tey are of many kind.i and many de- 
grees of importance, ranging from simple mechanics’ tools like 
saws, hammers, and screw drivers to large and intricate contri- 
vances such as machine tools, spinning frames, automatic looms, 
diggers, dredgers. The persons who buy them and use tliem are 
usually well informed, know what they want and can also judge 
the quality of what is offered. If they are influenced by trade-marks, 
it is because of experience. A tool or machine or specialized ma- 
terial which does not prove as good as expected ill not be bought 
again. To hold customers it is a condition of profit that good 
quality shall be maintained; the brand must be kept up. 

In tins as in all economic phenomena there are set-backs, eddies 
from the main current. Sometimes the maker of a well-ap|n'oved 
machine gets into financial difliculties and acts with regard solely 
to tlie exigencies of the moment. He may be in debt to his bankers, 
perhaps so deeply that they have “taken over’’ his affairs. Fhey 
may prescribe that the product must be made cheaper, even tho 
of poorer quality, and still jiut on the market under the same 
name and at the same price. The procedure may work for a while, 
and the bankers may “get out’’ thereby. But the trade-mark has be- 
come worth less, perhai)s cpiite worthless. Every business man 
knows tliat this is short-sighted policy, and it is not often followed. 
1 he decline of an estaidished brand among producers* goods usu- 
ally sets in for other reasons, such as the invention of an entirely 
new and better device. 

It is curious and also significant that even for established trade- 
marks of this kind some advertising is essential. Anyone who looks 
at a trade journal will see page on page giving names of firms and 
brands; sometimes the bare names, sometimes also mention of the 
age of the concern, sometimes elaboration of the superiority of the 
prodiK t. One might suj^pose that well-known articles of this tyj^e 
would be bought oiu e for all when wanted and that egging on of 
purchasers was superfluous. But it seems not to be so. The pur- 
chasers must be reminded; the familiarity of a name, if only from 
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mere repetition, is .in essential element in holding the market. 
I liere must he defensive advertising to meet the offensive of in- 
truders. 

On the whole, each producer tries to erect barriers to competi- 
tion, and yet the pi (x ess is a competitive one. What seem to be 
wastes of (onipetition are the results of a tendency to lethargy 
amoii);^ buyers, and .are concomitants of progress: they keep both 
sellers ;iikI buyers .dert. As regards producers’ goods, the trade- 
mark iiitrodiKcs no new factor of importance into the theory 
of v.ilue or into the gre.it soc i.il jjroblems. 

2. In the (;ise of < oiisuiners’ goods, the phenomena are more 
( omplii ated. Coriijiei it ion is more uneven in its working and more 
dubious as to its results. Here advertising plays an immensely 
larger part. 

It is often s.iid in business ( in les that it pays to advrrtise a good 
.11 ti( le. As regards prodne ers’ goods prob.ibly it does; the emphasis 
on goodness is justified, but .as regards consumers’ goods it often 
])aNs to advertise with little regard to the goodness of the article. 
In modern times the ( heap newspaper and almost universal liter- 
al y have made it possible to re.u h thousands of people, even mil- 
lions, wlio are ignorant and gullible. I'he radio has made it pos- 
sible to real h the (|nite illiterate too. Blatant, mendai ions, vulgar 
adveilising ((infronts us at every turn. 

(.Questions of two kinds arise: first as to the effei ts on (osts, on 
pi in s. on ( ompetitivc or non-< ()mpetili\e gains, -the (piestions 
with whiih we are here i hiefly (oiuerned: .md seiond, ijnestions 
nmi h more difiii nit, as to the meaning (^f it all for the well-being 
of in.mkind. 

As regards costs and prii es, the situation for ( onsumers' goods is 
in some wavs similar to that which has been found for })r(Kluicrs’ 
goods. C’oinjietilion is loaded, so to speak. Kverv pmvevor to the 
t onsumers must have a distinguishing mark of some sort. It mav 
be a tr.ide mark dulv registered and protei led bv law from in- 
fiingeinent; it m.iv be a n.une or slogan: as regards .i retail shop it 
inaN be inerelv a loc.uion f.unili.u to cuslomers. Kai h tries to have 
something ih.ii his competitors do not have, and so to get into a 
semi monopolistic position. Hence tin* term “monopolistic coinpe- 
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tition” has been devised^ as a label for tlic situation, indicating 
how there is an interaction between the two kinds or sets of condi- 
tions, and a transition thru many gradations from pure competi- 
tion to complete monopoly. Everyone who caters directly to con- 
sumers finds himself compelled to make pretension of some special 
excellence and to spend money for the purpose. Without such ex- 
penditure, large retail operations are impossible. All incur the 
expenditure, and for each and every one the costs of doing busi- 
ness are jacked up. Some do it more effectively than others; and, 
as between business concerns, this is one among the differences 
which, taken together, are so important for the theory of business 
profits.^ But all have to reckon the exj)ensc as an item in costs, and 
it must be recouped for all in the prices paid by the buyers. 

§ 3. How far is this futile, — a mere forcing on each other of ex- 
penses which yield in the end no net gain to any one and yet en- 
hance prices for consumers? The case is not so simple as it may 
seem. Sometimes a gain to the community does accrue from adver- 
tising. Advertising is essential for the introduction of things ([uite 
new, whose serviceability is not to be gainsaid but has still to be 
made known. Here a launching campaign, often costly, cannot be 
dispensed with. Another case, not quite so simple, yet not diffi- 
cult to explain and accept, is the advertising so freely incurred for 
selling articles approved and familiar; for the maintenance of a 
tradition. It appears, as has just been remarked, for producers’ 
goods as well as for consumers’ goods. In the industries wliidi 
are close to consumers it is peculiarly necessary to advertise in 
order to keep things going. Not only a launching campaign but a 
(ontinuation of advertising seem to be inescapable adjuncts to 
business on a large scale. The incessant vaunting has a sort of in- 
direct or preventive productiveness, analogous to that of the po- 
licemen and the criminal courts: directly they contribute nothing 
but without them things would not go smoothly and uninter- 
ruptedly. Apparently the advertising must be there in order that 
effective production shall be continuously maintained. 


’ By Professor Edward C^hanibcrlin, in bis notal))c book on Mtmofyolistic Competi- 
tion. 

-See Chapter 19, Vol. II. 
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At the other extreme we find cases which also are simple, where 
there is palpable lying about the goods, acts clearly fraudulent, or 
the offering and lauding of articles clearly injurious to health or 
morals. These the law handles with comparative ease— logical ease 
— and with little hesitation. The problems they present to eco- 
nomics are not essentially different from those of laiceny and 
burglary. There are rules of the game, laid down by the law of 
property, within which (:omj)etition must be confined. 

Midway are the puzzling cases, lying on the borderland where 
jurisprudence touches economics and the other social sciences. 
We find doings about which the law holds aloof; unwelcome, but 
not so |)lainly bad as to be ruled out once for all. Such are mere 
exaggerahons, where it can be said with some composure that after 
all the purchaser must look out fcjr himself. Most dubious are 
the cases where there is something other than mere puffing. The 
(onsumers’ tastes and purchases may !)c not only aroused but be 
deliberately created: say by a suggestion of distinction conveyed. 
Shall it l)e said here also, caveat einptor? Here, further, there is 
competition in extravagant tooting. If the tooting is done more 
effe e lively by one than by another, it may establish and often does 
establish a differential position. A semi-monopoly arises, lasting 
for a |)eriocI as long as the business community is usually con- 
cerned with. — lasting, that is, for the business generation. It is 
often associated with large-scale production; yet not ncressarily 
so. It means high costs but may bring high gains. The wliole per 
loimaiue is among the most repulsive of the characteristics of 
moclcnii .soc iety. And it brings consequences in the prices of the 
lau(lc*d goods whic h arc not easy to fit into the usual categories of 
economics. While launching expenses and expenses for main- 
tenance of an established business trade-mark or connec tion can 
be lilted into the broad lines of the simple theory of value, here 
there are perplexities. 

I he perplexilic*s belong with the second class of ejuestions 
re ferred to .1 moment ago. tho.se which relate to welfare and haj) 
|)iness. to the ends of life. It is cjuite an open question whether 
these larger matters should be dealt with at all in a treatise on 
c'lonomics. I'he scope of eccmoinic science is admittedlv limited. 
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The usual statement, the first approximation toward defining the 
science and the ends which it envisages, is that its concern is 
merely with what people want or desire. The commcndability, the 
moral or esthetic goodness of their wants and satisfactions — all 
this is outside our scope. We examine merely the ways in which 
people produce and exchange and divide among themselves the 
tilings they happen to want. “Value'" is pertinent only in the sense 
of exchange value, not in what is called moral or esthetic value. 
It is immaterial for economics how a want arises, or even whether 
purchases are made with the results expected or not; the only 
question is what people want at the time when the purchases are 
made and what will be paid. It is all a matter of vendibility and 
the relation of costs to vendibility, of disutility to utility. 

It would seem to follow that the how and why of wants lies out 
side our field. This bringing of wants into existence, or at leasi 
into a quite new form of expression, is a queer thing. How to ex- 
plain it stirs the scientific curiosity of psychologists and moral 
philosophers as well as of economists; and that curiosity itself is a 
queer thing! When the wants somehow are there, then the eco- 
nomic problems arise. The phenomena here under consideration 
have a special place in economics only so far as competition works 
slowly, imperfectly, unpredictably — so far as the relation between 
costs and prices is irregular and uncertain, semi-monopolistic 
conditions persist for a long time. There seems to be an accentua- 
tion of the trade-mark situation, but not a situation radically 
different. • 

What is to be said of the large gains and even great fortunes that 
sometimes arise? They seem not to be related to any correspond- 
ing contribution to welfare. But then we pause, and ask what is 
welfare? The factory girl buys rouge or cigarettes because they are 
vaunted to be the same as are used by the lady of fashion; that 
personages highly paid and much-advertised certification may 
even prove beyond doubt that it is exactly the same. The girl likes 
it because it gives her a sense of distinction. Again, the man un- 
easy about his state of health buys a much-advertised concoction 
which is harmless, or a mild corrective well known to the medical 
profession. He may feel the better for using it just because he is 
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told to c*x|)e( t hcttcnncnt. Blatant, vulgar, repulsive are the ad- 
j(‘( lives whi< li I have just applied to some of the familiar ways of 
enticing (cjnsunieis. But the terms after all are mere expressions 
of a perscmal or c lass jneference, no nearer to universal validity 
t/ian one’s judgment on a book or a picture. 

As was said before, it is the sudden development of almost uni- 
versal literacy, and of newspapers and the like commanding al- 
most universal attention, that has led to phenomena distressing to 
the educ ated and refined, d hey go with the breakdown of class 
disiinc tions and tlie sense of a new kind of freedom in social re- 
lations. It has often been said that the true goal of happiness is the 
utmost fieedom, and the true test of a social order is its attainment 
()l the utmost freedom. But what is that “utmost”? Some limits 
there must be. Is a freedom of choic e suc h as brings the anomalc^us 
lesidts we have been considering to be restric ted? Are advertisers 
to be censoted not only on matters of health but on matters of 
taste? Perhaps the unsavory things which of late have become so 
conspicuous are but the froth and scum of a rapidly changing so- 
ciety, likely to subside as it settles down to a new order based on 
more of educ alion and intelligenc:e and less of inecpiality. What is 
the wise way of silling in judgment on them — the way that will 
commend itself to later generations? 

We have thus been led to touch on topics that lie outside the 
usual scope of economic s. They reach, to rej)eat, into })svc hology 
and into ethics and llie searc h lor the good; to relied ions on what 
is hap|)iness, what are thci aims and ends of life. 'The economist’s 
held, given the limits just indicated, is merely a part of the large 
one. W'hile he cannot refrain from .sometimes crossing the line 
which separates him from the other parts, yet in general probably 
he clews best to keep within his own domain. Its problems are 
per|)lexing enough. 'They have pti/zled acute thinkers, in many 
wavs still pu//le them. They appeal to the c uriosity of the sc ientific 
mind. .And they immensely concern ail men, the didl as well as the 
intelligent, the licli and the poor, the altruistic and the .selfish. 

J he first and strongest interest of men is in their physical needs; 
ilu‘ next in their developing desires and the means of satisfying 
them. .About these matters there are niisunderstandings, errors, ill- 
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directed moves. The economist’s judgment about them is not all, 
but it is not to be disregarded. 
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§ 1. I'his Book takes up chiefly questions arising about the general level oi 
prices. 'Ehc value of money. What “money" means; coin, paper money, 
deposits. — § 2. Coins and coinage. Gold and silver and their long use. 
Coins, formerly dominant, now in wide use for small payments only. — 
§ 3. Paper money and its use in modern times. Convertible and incon- 
vertible paper. — § 4. Bank depo.sits and the check system. Ehe legal 
position of banks and of their depositors. Growth of deposits in English- 
speaking countries. VVdiy classed as “money." — § 5. The “quantity theory" 
of money. The demand for money has an elasticity of unity. — § 6. Expla- 
nations and qualifications. — § 7. The way in which money and goods meet 
each other in the market. Velocity of circulation. Custom the chief de- 
terminant in the circulation of money. — §8. It is not important whether 
the price level be high or low, but highly important whether it change's. — 
§ 9. How reckon the total quantity of money at a given time and place? 

§ 1. Outstanding among monetary problems is that of the gen- 
eral range of prices. As already explained,^ and as indeed is ol)- 
vious on a moment’s reflection, the general range of jn ices is the 
value of money. A given sum of money buys many goods when 
prices are low; its value then is high. Fhe same sum buys few 
goods when prices are high; its value then is low. d^he preceding 
book has considered ( hanges in the values of this or that com- 
modity on the supposition that the general range of prices is 
c onstant. The present Book considers c hielly changes in the value 
of money itself; why and how it is that the general range of prices 
is not constant but moves up or down. While this is by no means 
the only topic of the chapters to follow, it is the central one. 
Monetary problems, both theoretical and practical, ramify in 
many directions, but all are connected primarily with the move- 
ments of the general price level and with the effects of stability 
and instability in that level. 

Every one has a general idea of what money means: the thing 
wherewith he buys goods, pays debts, hires labor. It is most com 
monly thought of as that which passes from hand tcj hand for these 
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))in poses, llie < oiii and j)apci wliirh we ran y about in our pockets 
and purses. In ordinary talk we do not usually include under the 
leiin that whi( h enables us to merely pro( ure tliis “money,' such 
as a de bt tiue to us Irtjin atiother or a dejjosit in bank. And yet, as 
ic^aKls the bank dep(jsit, we commonly think (jI it as “cash on 
hand.” Stiic tly speiikittg, a bank deposit is merely a debt ()^vcd by 
the bank tcj the depositor. But it is a debt of a peculiar kind, be- 
in^ transferable by ( hec k to another person with such ease that it 
seivc's in inr)st cases as well as coin or j)a|jer and in many cases 
bette r. I hc‘ (*xt 1 aoi dinai y m'owth of the use ol de|)osits and the use 
ol ( he( ks on them in niakin<4 payment, and their enormous itn- 
poitaiKc in the* monetary mechanism of modern times, ha\e led 
write! s on e conomic s to ine hide clejjosits undei the te rm “mejney.” 
I)e |)osits, be it noted, not c hee ks; the* e he*e ks aie* me rely tlie de*- 
posits in ae t of use-. On this topic muc h more w ill be said shf)rtly. 
l oi tile* pie*senl it is e*nou,i»h to say that theie* are tlnee* kinds of 
mone*y. or me*ans of |)avmc*nt, in countries like- l.ii'^land, the* 
Ibiited Slates, (ie-rmanv, loanee: not only the coin and |)aper 
mone*y. but tlie de-posils also, d he-se* three* will be* e onside-i ed in the* 

( haple-rs lh.it follotv, e‘ae h at some* le*njL»th. It is onlv .ifie*! a detailed 
and c areltil c onsidei at ion of the ii orii»in and woi kin*,; that am thinijf 
like* .1 solution can be* leached on the main problem, that of the 
L;e*ne*i ai le*\ (*1 ol j)i ie es. 

'Jt. (ioiiis are* stanij)e'd and cc*rtihc*d piec e s of me tal. I he-y are 
m.inulae lme*d and supplied .ilmost uni\c*rsally bv a |)iibli( .luthor- 
itv. In ail adv aiu ed e ounli ie*s e e)ina»;e is e al l ied on as a public fune - 
tioii. It mi^ht e one e*i\ablv l)e* le ft le) priyate })erse)ns. as it is partly 
in Ghin.i te)elay: but this puts tiu* users of coins to the* trouble of 
h.iyini; to jud^e* ol the weight and fineness ol coins just as they do 
of spoons .ind forks, riu* coun c*nieue e* of coins as part of the 
nu'dium of e*\e h.uw^e* is immensely promoted by uniformity, and 
unihnmitv is se*eure*d most e'asilv whe*n i^oyernments reserye to 
t he inse-K e*s .in e*\e hisi\e* ri!.;ht of eoi liaise*. i)unishinj4 as a e i ime* the* 
pii\.ite* m.uiuf.ie tine* ol moiu*y pie*e es.‘ 

‘ ItiNinni.ah. A U'.iNon U)i ilir puhlii nHiimpoh «»! w.in ilif tk-siu* 

nl kin|.;s .nut piiiurs in ni.ikr .1 jMolit l)\ minting opn .ninns. nlini ihm (it-lilH-raU' 
In iihhIc id ilu- mniu>|>nt\ In m.iini.nmil lu\ausc ilun it alone imi 

lt)inni\ in ilu' (.innlaiing incelinm lan be aNsnred. 
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Further to secure uniformity and convenience, coins are so 
manufactured tJiat tliey cannot be clipped or whittled without 
easy detection of the defect. Thus designs are put on both sides, 
and corrugations ("milling”) or lettering on the edges. If the 
coins were simply round flat pieces of metal with smooth edges, 
shavings could be scraped or cut from them without easy detec- 
tion. Such "sweating” was common in earlier days, before the art 
of coinage had been perfected. Modern machinery turns out 
pieces so skillfully manufactured that troubles of this sort have 
practically ceased. 

That coins are made of metal is a matter partly of convenience 
and partly of economy. The fact that the metals can be split up 
into j3ieces absolutely uniform is one of the qualities which fits 
them for this use. I rue, the same quality is possessed not only by 
gold and silver, copper and nickel, but by other metals as well. 
I'he metals used at present have the further advantage of being- 
subject in less degree than most others to rust and corrosion, while 
at the same time they are more malleable than such metals as steel, 
(iold and silver, the most widely used of all the metals for mone- 
tary purposes, have in their pure form one disadvantage: they are 
too soft to resist wear. Hence they are always strengthened by an 
alloy; a small percentage of something else — usually copper — 
is added to impart the necessary hardness and toughness. As 
a( tually used, the coinage metals have the qualities of divisibility 
and malleability necessary for careful manufacture, and at the 
same time sullicient durability to ensure long life and conseejuent 
economy in replacement. For money of small denominations, like 
the American cent and the dime and even for the (piarter and the 
half-dollar, also the English shilling, the metals, because of their 
durability, can hardly be supplanted by paper, as they can be and 
have been for larger denominations. 

Coins, once the dominant element in the circulating medium, 
no longer have any such position in the advanced nations. Their 
chief use today is in retail transactions. Here they continue to 
play an important part. They are convenient to carry about in 
purse or in pocket, are easy to recognize by sight or by touch, and 
are well adapted to machine-handling, as in theaters or street rail- 
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ways, is ini|)i ohahir that coins will Ik* MijK*i scclcd in this kind 
()l nsc. Ihn die NohniK* of the dcalini^s to which they :n'c thus 
adapted is sniall in coinpatison to the whcjle hulk cjI transactions. 
I ve n in letail trade a c c^nsiderahle part cjf the sales involves the 
payment of amcninls too large to be made conveniently in coins; 
hc i c*. too, i)apei has come to l)e preponderantly used as “cash”; and 
hc ie, too, use of c hec ks has giown apace. (Joins have thus been 
n cluc ed to a |)Osilion of but little quantitative significance. In the 
Ihiitccl States they count u|) to only a very small percentage — 
fisjially less than n pc*r cent — of the* total circulating medium. 

s:i Pajic r moiuy in modem times has come to be used on an 
iiKieasingly wide* scale*. It e'volvecl Irom doc uments which came to 
he* used lor the 1 1 anslere-nc e* with fac ility and safety of titles to 
stoc ks of coin or spec ie*. In the* hist stages it was aecepted in pay- 
ment only bc'c ause re ally exe hange*able* on demand for spec ie. 
Once people were* habituated to seeing it re(t*ived by everyone 
and paid out by evei yone*, it came to e ire ulate with little* referenc e 
to its c oiu e‘rt ibility into spe*c ie. In the world of the twentieth 
cc'ntmy, |)a|)er notes |)ass readily from hand to hand whether con- 
Nc itibleoi not. I he’ii unejueslioning ace eplanc e mav he prc)mote*el 
by one cle*\ ic e or another, sue h as making them recei\ahle in pay- 
ment of taxes or other public dues, and a legal tender for debts; 
but it is not dependent on these. 'The ready eirculalion of paper 
money printed and sanctioiie-d by public aulhc:)rity is now so 
imhe*clcle el in c ustom as to be a matter of course. 

l*ape‘r inonev remains in outward form a promise to pav. That 
piomisc* is by tradition and implication one to pay coin or sj^ecie. 
Sometimes the promise is not ke|)t and the p.i|)er is not in fact 
ieele*e*mahle in spec ie, in which case it is said to lie inconvertible. 
()ltc*n enough, while the piomise is not kept, there is an expecta- 
tion that at some* time* in the future it will be. Where the paper 
monc'v is really c c)nvc*rtible there is held for its redemption a 
sloe k ol spec ie. 

As regards c oiuertibility and non-convertibility there are ex- 
it c*nu*s. ranging all the way from the most fully assured converti- 
bilitN to complete iiuoiu ertibililv. 'The conservative extreme ap 
pears in the cases (^nowadays very rare and obsolescent) wliere 
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llie same precise amount of specie is put aside and held intact as 
the amount of paper outstanding. This is the situation with the 
gold and silver certificates of the United States Treasury. Virtually 
this was done for the “non-fiduciary" notes of the IVink of England 
for nearly a century after the passage of the great Rank Act of 
18.14.^ Here the only advantage of the paper arises from its con- 
venience for the payment of moderately large amounts; there is 
no economy of gold from its use. More often convertibility has 
been assured by keeping a redemption fund of coin or specie, 
amounting to a moderate fraction of the paper, from which any 
holder can get the metal if he wants it. Thus in 1900 the United 
States set up a fund or “reserve" of $150,000,000 in gold for the 
conversion on demand into that metal of the United States notes, 
commonly called greenbacks, outstanding to the amount of 
roughly $346,000,000; an obvious economy in the use of the metal. 

At the furthest extreme we have completely inconvertible pa- 
per, so-called fiat money, with no pretense of any payment or re- 
demption in specie. Somewhat covertly, but more and more openly 
as time went on, inconvertible paper became familiar in the 
nineteenth century and common in the twentieth; sometimes is- 
sued and used in payments directly by governments, sometimes by 
public banks acting for governments. Here the economy is at the 
maximum, since the only expense is that of prcjxiring and joint- 
ing the paper money in such way as to give fair durability and to 
make counterfeiting so difliciilt as to become negligible. As re- 
gards general acceptability and readiness of circulation, there is 
in ordinary times no difference between the different kinds of 
j)aper. They pass from hand to hand ecjually well whether sectired 
in whole or in part or not at all by the backing of a store of sj^ecie. 

The modern world has become so accustomed to jxiper, and 
tlie custom has become so fully strengthened by the convenience 
of pa|)cr, that the use of coin seems to be relegated definitively for 
the small transactions where “change" must be made and dura- 
bility is essential. The diflicult ([uestions concerning |)a|)cr arise 
in other directions, not about its economy, convenience or ready 
circulation but about the amount of the j)ajoer which can be 

^ Sec below, Chapter 26. 
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wisely issued or created, and the possibilities of violent convulsions 
when il gets beyond bounds. 

The third constituent ol the medium of exchange, and 
the most important in those places where banking is highly devel- 
oped, is found in bank deposits. In the United States, all transac- 
Uons of jobbers and wholesalers, all those of manufacturers except 
payments of wages, a large and growing volume of retail transac- 
tions, most salary payments and even a considerable part of wage 
payments, are handled by ( hecks drawn against dejK)sits in banks. 
All men of affairs, all members of professions, aliiK^st all salaried 
peisons, all |)ersons possessed of means, even a growing number of 
wage eaimas are users of banks. Muc h the same is true ol Kngland 
and ol (he Ihi(ish Dominions. \Vhere\er F.nglish is spoken, bank 
deposits have* (oine to form by far the largest part of the medium 
of ex( hang(‘. 

1 1 may .seem odd to speak of a deposit ;is part of the circulating 
medium. Most persons would accede to the statement that a check 
serscs to elfe( I payments as well as doi‘s a (oin or a paper note; 
but they would say that it is the check, not the deposit, which 
SCI \’es as money. \'et a moment’s relle( tion shows that the ( hec k 
beais the same lelation to tlie deposit as (he (oin actually used in 
making jiayinents bears to the coin ( arried in our pot kc‘ts. Both 
aie for iiotential use. Not all the coin (taking coin as typical of 
money that |)a.sses by inia e delivcTy) is buying ( (nnmoditit's all the 
time. Part of it is being tallied in pockets or kept in tills, as a 
fund It) bt' used and [laid out at com enience. The portion of it 
used at any time in pint liases is only part of the total then exist- 
ing and available. Deposits similarly make up a fund, an available 
means of pavnuait, to be drawn on at t onveniencc. When t ount- 
ing up the total t|uantity of coin in a community, we count the 
whole' suj)j)ly on hand, not merely that whit li hajipens to be mak- 
ing pin t hast's at a given moment. Similarly in ret koning this other 
lonn of t ii t ulating metlium, we must t iniiu up the tt)tal volume of 
tleposiis, not just that part whit h happens it) be in use at the mo- 
ment in the form of i het ks. The check is simply the deposit in 
adiial use; it is the tlej)osit in motion; it is the deposit which is 
passing from one person to another. 
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Bank deposits arc often spoken of as “credits.” Tliey may 
ecjnally well be called del)ts. They represent claims which the 
depositors hold against their banks — rights to codec t legal tender 
on demand — and from this standpoint they are c i edits. From the 
opposite standpoint they are obligations of the banks to their de- 
positors, mere debts, jnomises to pay out legal tender on demand. 
The movement of deposits from person to person, then, is a trans- 
fer of what may be regarded either as the credits of the dejx)sitors 
with the banks or as the debts of the banks to the depositors. In 
this respect bank deposits differ from other kinds of money, and 
more particularly from legal tender money. “Legal tender” means 
that the money must ipso facto be acccj)ted in discharge of a debt. 
Bank deposits cannot so operate. Before a person will accept pay- 
ment by check he must first have some assurance how the drawer 
stands with the bank upon which the check is drawn, and assur- 
ance also of the ability of the bank to honor the check when pre- 
sented. And if he is well informed about the law, he may bethink 
himself that the bank is under no obligation to him, — to the 
payee. Its only obligation is to its depositor, the drawer; and eveii 
here the responsibility is only for damage acx ruing from refusal to 
honor the check (e.g., because of injury to the depositor’s stand- 
ing or general credit in the community) . Payees must be on the 
watch, and so must banks. 

These circumstances — the intermingling of credits and debts, 
the somewhat intricate legal position of banks and dejjositors and 
payees — might be expected to stand in the way of the wide use of 
deposits and checks, and their easy and smooth operation as 
money. Obstacles of this kind do still impede their use in many 
countries, as France, Italy, even Germany. Biit where people have 
become habituated to dej)Osit banking, the difficulties have be- 
come unimportant. Banks do indeed keep a watchful eye for 
“bad” checks (where the depositor has no balance) and counter- 
feited checks; a check proffered by a stranger is subject to scrutiny 
and calls for explanation. Practically all checks, however, come 
from persons who are known or vouched for and they are accepted 
unhesitatingly as “cash.” Fraud and the possibility of non-pay- 
ment are ignored as much as is the danger of violence and robbery 
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oil the streets; out daily doiiij^s arc (juitc imafTec ted. The system, 
elahoiate and (oinplex tlio it is, works with extraordinary smooth- 
ness and des|>at( h. 

Deposits in their workinj^ as a eircnlatini^ medium are among 
the most marvellous (j 1 economic phenomena. Like the division of 
labor which they serve to facilitate, they have developed by no in- 
tention, and until very recent times with but little restraint or 
guidaiu e Ikjiii legislaticjii. 'Lhey work out their results by processes 
only half understood by the very persons who manage them, the 
bankers, d hey combine in a remarkable degree safety and con- 
venience. They are safe from theft because a check is payable to a 
spec i lied ])erscjn, and the bank is answerable for making pay- 
ment to that j)erson only or his endorsee. "I'hey are convenient be- 
cause a few strokes of the pen serve to remit any sum however 
huge, and remit tliat sum precisely to the last cent. Hence they 
havc‘ become, in the countries where the system has reached its 
full development, the dominant fac tor in the c ire ulating medium. 

Because of the pec uliar character oi de])osils, some writers do 
not inc hide them in “money” at all. Whether to dc:) so is a matter 
of choice in terminology. I'he fundamental thing is that all the 
Nations mc-ans of |xivment c irculate and perform the functions of 
a medium of exc hange; and in this essential respec t bank deposits 
ac t |)rec isely as do coin and notes. As regards the fundaitiental 
problems the value of money, the price level, the stability of 
pi ic c*s they aie not onlv important but of c ardinal iinjKntaiu e.^ 
r,. W'hat now dc*tei mines the value of money? That is, what 
dc terminc*s the general range of prices? 

rhc‘ lirsi ste|) toward answering this cjueslion is to understand 
the spec iai rc'lation between the cfuantily of money and its value. 

1 hc‘ relation is fundamentally a verv simple one. Double the 
cpiantity of monev and, other things being ecpial, prices will be 
twice as high as before and the value of monev one half. Halve 
the cjiiantitv of monev and, other things being ecjual. prices will 
be one half what thev were before and the value of money double. 

' li in.»\ l)c‘ noU’ti ihat only those deposits habitually used for making payments 
iNpiialh the ilejiiisits suhjeit to check- -are to be incliuled. Savings deposits not 
snbjeo to iheik are of a dilferent character. 
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1 1ki( an increase* in ([iiantily tends to Iou^m* value is a proposi- 
tion holdino o()()d ol all eonnnodities. 1 lie special proposition 
(onceminj^ money is that its value tends to \ary in precisely in- 
verse proportion to its (|nantity. I'liis exact kind relation does 
not hold good ol: any other commodity. Double the cjuantitv of 
wheat, and its value nail probably fall to much less than half of 
what it was before. Double the quantity of sugar, and its value will 
probably fall by no means to one half. For both wheat and sugar 
the outcome will depend on the elasticity of demand. Hut in the 
case of money there is no doubt about what the elasticity of de- 
mand is, and ncj such diHiculty in prcaliction. The value of money, 
under the simplest conditions, is exac tly inverse to its (juanlity. 

Such is the so-called “cpiantity theory” of money. C'oncerning 
it a hot controversy lias long been waged. It has bc‘en veliemently 
denied, and often it has been erroneously stated. Rightly stated it 
is not to be cjuestioneci, but it must be understood as well as rightly 
stated. In the prec:eding paragraph it has been put boldly, with the 
purpose of bringing out clearly the fundamental truth. Hut the 
reader will note the phrases “other things being ecpial” and “under 
the simplest conditions.” Cireat ciualilication and elaboration will 
be reejuired before the bald statement ( an be made to lit the com- 
plir ated pheimmena of modern life. "Fhe last word cannot be said 
until a long scries of tcjpics have been covered. Fc^r the present, 
let us consider the essential ground on which the pioposition 
rests, and some of th.e imj^ortant cjualilit ations. 

These essential grounds are found in the nature of the demand 
for nioney.^ People often say that the demand for money is with- 
out limit. They mean theioby that any individual desires to se- 
cure possession or control of all he can. Hut he desires possession 
or control as a means, not as an end. Money is not directly en- 

^ “Demand” is used here in a different sense from that in which the term was 
used in Cffiapter lo, i. I'hc demand for money, as spoken of here, means the 
(jiianiiiy of commodities of all sorts which, being put on sale, arc offered for money. 
Ordinarily, when speaking of a particular commodity and of the demand for it, 
economists mean by “demand” the quantity of that commodity which is dvmanded, 
not the (piantity of another thing (money) which is offered for it. It is in this sense, 
of quantity demanded, that we construct the “demand curve” for a comnuxiity. lJul 
as regards money we speak of demand in the other sense, more familiar in every- 
day usage: what is offered in exchange for it. 
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joyed, not c.itc'ii nor rlrnnk. ft is sf)uu[lit in order to be spent, ns a 
nn':iiis ol other (oinnuxiities. We may set aside as negli- 

gible* the f asi* of the miser who gloats over money lor its own sake, 
and also se^mc eaher possible eases oi hoarding. All the money, 
whe*ihe,*r any individual has ceiiitrol e)f mue h or little of it, is spent 
soone*r ejr later, d'he demand for it — what is offere*d in exchange 
fe)r it — eonsists of the e ejmmejdities ejii sale. But the cemimodities 
on sale* are simply all the e oniiiUMlities that are to be exchanged. 
'i1ie elemand for money, in any given ceimmimity at any given 
time*, is constant , — eonstant in the sense that it is not subject 
to vaiiation bee ause* of the greater or less range e)f |)rie'es. Whether 
goods se*Il lor less or me)re, all e)f them will still be sold, and will 
still be* olfe‘ie*d lot mone*y. Henee when there is twice as mtich 
mone*y, the* same* number e)f e()mme)clitie*s will be eilfered for the 
money, and pi ie es will be twice as high as before. 

In other words, using a phrase alreaely explained, the elasticity 
of (le*mand for mone*y is unity. Herein the position of money is 
iini(|ue. As regarels the immense maje)rity of e ommoclities, elemand 
is e'lastie in some eases, inelastie in others, but rarely so balanced 
that the same sum is always spent eiii any one. riie case of money 
Is pe*e uliar in that the total amount e>f goods offered in the market 
is not alle*( te*(l bv its \alue. d he te)tal remains alwavs the whole 
number of e ()mmoditie*s that are exe bange*d. I'lie total may in- 
(le*ed < haiige*; more* of e ommoditic's mav be produced, and mene 
may tbe*n be oHere el in e*\e hange for monev; but moie* are not so 
|M(>du(e*d and olleied ht^cansc the value of monev is less. Extrane- 
ous ( auses, in ibis e ase as in others, may lead to a new situation, - 
a e hange* in the j)! ie e Ie*\el, But givi*u the* same population, the 
same e)utpul of gooels by that |K)pulatie)n. the same wavs e)f selling 

and inaike*ting *uul this is what is meant when we sav “other 

things remaining the same” — the elemand lor money is a constant 
amount. 

'Hus e harae terisiie' of tlie elemand is the result e)f the very nature 
aiiel uses e)f money. 'Hie elastic ity of demand fe)r c otton or for ap- 
ples mav happen to be unity. Some iuc]uiries on the fluctuations in 
the prices of cotton have indicated that in fact such is ap- 
proximately the situation, at least within certain ranges of supply 
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and price. But no one could predict it in advance; whereas a con- 
sideration of the very nature of money and of the uses which 
money serves, points to the conclusion that the demand for it is 
necessarily of this special cliaractcr. The conclusion would not 
hold good of the precious metals when used for other purposes 
than coinage. If the demand for silver plate or phtinum jewelry 
should prove at a given time to follow the same course, we should 
be interested, but surprised; there is no a priori reason for expect- 
ing the phenomenon. But in the case of money we cannot be sur- 
prised; the result is what must be expected. 

§ 6. Let us now begin to introduce the explanations and quali- 
fications of this fundamental principle. In the first place, we do 
not have in mind the whole number of commodities, nor even 
the whole number exchanged, but only the number exchanged 
thru the medium of money. It is these last alone that constitute tlie 
demand for money. Some goods are consumed by those who pro- 
duce them and do not enter the circle of excliange at all. Such 
are agricultural products consumed by those who grow them. 
I'hese evidently do not constitute at any time demand for money. 
With the growing elaboration of the division of labor, the pro- 
portion of goods so used tends to become steadily less. In a coun- 
try like the United States at the present time it is not far from the 
truth to say that all things that are produced are exchanged. 

Nor is it far from the truth to say that the exchange of things 
takes place solely thru the medium of money — to say that all 
things exchanged are sold for money and are thus exchanged thru 
money. True, there may be barter. The farmer may bring his eggs 
or grain to the country store, receive credit on the books of the 
dealer, and subsequently “buy” goods in terms of money, the 
amount being debited to him. Here the transaction, tho it is in 
terms of money, essentially is one of barter. 'Lhe volume of trans- 
actions of this sort may be not inconsiderable in the United States, 
yet it is small in comparison to the total of transactions. Barter, 
such as this is, has disappeared even more than production for 
one’s own consumption. 

§ 7. More important for the main line of reasoning is a quali- 
fication as to the rate or manner in which goods and money meet 



251 


MONKY AND BANKING 


[Ch. 19 


r;i( h other in cxrhn/i.i^c. The preceding statements seem to imply 
that all the i^oocls are ex( hang(‘d lor all the money in one tiiinsac- 
tion. Obviously this does not happen. At any given moment, 01 on 
any given day, only a h,'i( tion of the goods is being sold and only a 
frac tion of the money is being used in pure bases. Mere, as else- 
where in ((onomics, we should have in mind a flow, rather than a 
fund. I h(* total stoc k of commodities is indeed sold soc^ner or 
latcM. I>ut only a pr)ifion ol it ac tually conus to marke t in any one 
day or wee k or othc*r unit of time*, the rest following in more or 
lc‘ss orderly sccjueiuc*. riu'ic* is a How of L;oods into actual ex- 
change*. Similarly, the* total eprarrtity of rnone v may be* rc*garcled as 
a furrd, while* as ac tually irsed for pure basirrg goods it enters the 
mar ket as a flow. 

1 he* |)hrasc* “ra|)i(Iity of c ire irlat iorr” or “\c*loc itv of c ireula- 
tion” of rnorrc*v has be en usc'd to indic ate* this obvioirs fae t. Of the 
total nrorre v ac tually on harrcl in a cornniunitv a por tion only is at 
arrv giverr tirrre* at wor k. so to spc*ak. 'The* rrronc*v idle* in oui' j)()c kets 
does irot dire*( tly influenc e* and affc*e t pr ic es; onlv that whic h is 
buving goods at the* courrte't doe*s so. Wdrat proportion is orr the 
a\e*ragc*at wor k de|)e*trds orr the* habits ol the* |)eople. It is affe'c ted 
bs (heir geographical distribution arrd b\ (lie* charac ter of (he*ir 
industr ies, hr a thirrlv settled agrieultural sc*c tion. \\he*re* acc ess to 
shoj)s is not eas\ or lrec|ue*nt, a laige*r jrorliorr ol the* inorre*y is 
like*lv to be idle* tharr in a thic kly se-ttlc'd rrrarrulac l m ing or eonr- 
rnerc i.il secliorr. And the te*rrrpc*r of the* pe'oplc* is a factor. If they 
are* (otrhcle'irl ol the’rnsc*l\e‘s -perhaps urrclulv conlicient. and 
thoughile*ss ol the* mor row the*\ ;ire like*l\ to sj)e‘nd nrorrev as fast 
as it comes irrto their harrcls, and little of it retnairrs idle* at any 
time*. 

riu'se* r e*rnai ks applv to the laige*r trarrsac I iorrs of mere harrts and 
cic‘alc*rs as we ll as to the* e\e*r \clav purc hases of c orrsirrne r s. I’r ade'rs 
and prochuets alwa\N ha\e* orr hand nrore* nrorrc'N than the'v are 
Using in |)urchases: the* j>ropni i ioir depe'rrdirrg partl\ on the* rra- 
tme* ol the ir biisirress operatioirs. jraitiv orr the ir tc injre t arrre*nt . 

I he lac t that irr courrtr ies like the rniteci States the se c lasses use 
not actu.il cash but c hec ks against bank de*posits does not alter the 
siiuatiorr: it orris sup|)lie*s arrother illusiralion of the differertee be- 
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I ween the Imul ol money and its How. The total of tiieir deposits 
in banks constitutes the Itind; the (hecks by whicli purchases are 
ellected Irom day to day constitute the How. In ery form, tlie 
medium of exchange has its How, or rate of use- -its raj)idity of 
circulatic3n. 

Similarly, goods have their rapidity of circtilafion. In mcne 
lamiliar language, they have their rate of turnover, d'his also dc'- 
pends on a grt^at variety of circtimstam es. It is likely to be ra[)id in 
a large city, where merchants can gauge fairly acctirately the power 
of their markets lo absorb goods: it is likely to be slower in the 
(otintry where, owing to the smallness of the number of btiyers, 
demand is hard to estinrite in advan( (‘. It is alfei ted, like the How 
of money, by the temper of the pc‘ople. In an energetic and rest- 
less country like the United States tlie turnover is likely to be 
(juicker than in a ( ()m])aratively staid (otintry like France. It 
varies, too, in dilferent Inanches of trade, d he ttirnover of a gro- 
cer’s shojj is more rapid tlian that of a hardware dealer’s, that of a 
Hour mill (juicker than that of a textile factory. In ordinary times 
the How of goods as a whole takes place steadily and cajntinuotisly, 
and in a given community with a surprisingly regidar c(^urse.^ 

d'he proportion of moiu'y \vhich is ac tually buying goods is not 
accidental; it is determined by the silent force of custom. It may 
be irregular hjr an individual, but over thousands and millions of 
individuals it follows a steady course. I he H(^w of goods U) market 
takes j)lace in general at a similarly regular rate. 

Hence we may exjjet t Avith s(mie confidence that if the total 
(juantity of money be increased, that cjuantity which is used in 
making purchases at any given time will be correspcmdingly in- 
creased. LSuj)pose, for example — to use an illtistration (;f Mill’s — 
that suddenly everyone in the community has twice as much 

1 III limes of distill bailee and in ibe sevcial pliases of linsincss eydes, lliis state- 
ment would have to be (jiialilied; bow (jiialilied and bow mncli, it is not easy lo say. 
Wc’know’ less aboni rapidity of movemenl for ^oods than for money. With j^oods it 
is a mailer of inventory and ininover: the relation between the ^ooils in stock at a 
<^iven date and the period tlnrini» wbicli these are sobl and have to be replaced by a 
new' stock, a iiis relation is prob.ibly imne constant for retail trade? tlian for whole- 
sale trade, and more constant for wholesale trade than lor manufacturing. In pericwls 
of depression, inventories are likely lo be lower all around than in periods of ac- 
tivity. Over lonj; periods, easy access tci sources ol supply ihrn the telephone, rail- 
w'ay, motor probably tends gradually to make the trend of invenloiy holdings decline. 
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money. 'Mu* only tliini^ that can he clone with it is to spend it. 
()ij( r the ( hiiD^c is c*srahlished, there is nothing to alter the habits 
of the peo/iJe; /lotlii/ig to (anse a larger proportion to be kept in 
(he pcx ket or in reserve. 7 he cjuantity of goods remains the same, 
nor is there anything to alter the mode in which people and 
dealers biing their goods to market. 17ie How cjf money will be 
donbled, the flow c^f goods niu hanged, and prices will be twice as 
high as bi hae. 

1 lie same effec t whic h wcjulcl ensue from a doubling in the 
(juaiuily ol money would ensue alscj from a doubling of its ra- 
pidity of ( ire ulalion. If twice as large a pic)|)ortion of the total 
sloe k is steadily in use lor pure hasing goods, the effec t is the same 
as ii the cjuantity were doubled without any c hange in the ways of 
using it. 

I he* piopositions whic h were laid clown in tlie opening section 
ol this < haptei obv iously assumed that the cjuantity of goods and 
the How of goods into e\c hange lemain constant. I'his is what was 
implied by the* cjualilic at ion “othc-r things i c inaining the same.” 
\c‘e<lless to sav, the* cjuaiititv of goods cloc's not always remain the 
same. If it he doubled when the cjuantity of money is doubled, 
pi ic es will he unc hanged. If goods be doubled, money remaining 
as it was. and the* How of goods to mat ke t un. dic e led. prices will 
fail one* half. If the* How of goods to market — their ra|)iclity of cir- 
( ul.ition he so allec ted that twice as large* a |)ro|)oriion of goods 
is steadily olfered. [iric c s will again fall one half. 

Rajiidity of circulation is gi eater for money than for gocjcls. 

I o |)Ut it in other words, the |)roj)ortion wide h at anv one time the 
monc*y actually olleied for goods bears to the* total suj)|)ly of 
monc*y is giealer than the jnojKntion whic h the goods olfered for 
money .it any one* time* be.ns to the total sujiply of goods awaiting 
exc hange. 7 he re.ison for this difference is obvious. Money can 
always he used without delay in pure bases; goods can he sold but 
slowly. Moiu'v need ne ver wait for a buve r; goods must often wait 
for one. Many commodities h.ive iK'cess.uilv a slow turnover, as 
hardware and household furniture. Monev conies into the market 
cjuickly. I'hc) there may be hoards, and occasionally an accumida- 
tion of unused monev in die hands of peo[)le wlio are getting 
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l.irger incomes than they are used to, money in the main is kept 
at work briskly, at a rate which for any given tinie and country is 
determined by the ways and customs of the people. 

§ 8. Our first proposition then — the main thing for the im- 
mediate purpose — is that the level of prices tends to vary in pro- 
portion to the quantity of money. 

If this were the whole story, changes in the volume of money 
would be of no consequence. Greater or less quantity would alter 
the number of counters used in effecting exchanges of goods, but it 
would do simply this and nothing more. 'I'lic same amount of 
goods would be produced as before, the same number of exchanges 
would be carried out, the same level of real income and the same 
distribution of real income would prevail. The change in money 
would do nothing to affect the economic well-being of tlie com- 
munity. Problems concerning the causes governing the value of 
money might remain of intellectual interest, but they would be 
of no practical importance. 

So much is true, if this were the whole story. It is by no means 
the whole story. While it is of no consequence whether the general 
price level, when settled, is at one height or am)lher, a |)rocess of 
change upward or downward may have substantial effects of tin; 
first consequence. That they are important has long been per- 
ceived; and it has been borne in on us with renewed vividness 
by the extraordinary disturbances of the twentieth century. And 
these disturbances have brought also a belter understanding of the 
whole set of problems raised by changes in jirices. I'he theory of 
money and prices needs to be elaborated into .something very 
much less simple than that which has been presented in this chap- 
ter; so different that not a few modern critics woidd di,scard the 
simple introductory pro[X)sition once for all, as giving a (juite 
inaccurate picture of money and its working in the world as we 
have come to know it. The debates on the “quantity theory” have 
been acrimonious, even tho they have turned largely on matters 
of exposition and emphasis. They do indicate the need ol en- 
largement and correction of the first general statement. It will be 
the object of the chapters that follow to meet this need. 

§ 9. What, now, is the total quantity of money? Since this con- 
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( c*/)t will he used repeatedly in the subsequent chapters, its mean- 
ing must !)e noted (arefuliy. In discussion of the bearing of tlie 
incMiey supply on the pri( e levx*l, we mean by quantity ol money 
the total volume of all forms of means of payment — coin plus 
notes plus deposits — in the possession of the public*. It is the 
(|uan(ity of money /// ( irt ulnlioti. It inc ludes all coin and notes 
in people’s pockets, in their purses and cash boxes, in the tills of 
business eslablishmcaits. It includes all bank clc‘posits against 
wide h < hc*c ks may be drawn. It doc\s not inc hide deposits in sav- 
ings banks, “savings deposits” and “time deposits” in commercial 
banks against w ln< h c hec ks may not be drawn, or deposits by one 
bank in anolhei. It does not inc hide, further, coin or notc‘s in the 
possc‘ssion of banks which are hcdcl for meeting withdrawals by 
(heck. Ikmks do not hold such cash for usc‘ in any current pur- 
chases. riiey hold it lor meeting withdiawals bv tlu‘ii customers, 
<md it becomes |)art ol the volume of active* inoiu'v only when 
withdrawn by the ck’positoi s. To count both the deposits of tlu‘ 
c ustomets and the c ash held as reserve against them by llie banks 
would be to count the same thing twice*. This applies also to the 
huge amounts ol spec ie or coin wide h ( ,i*ntial Ikmks and Ciovern- 
ment I reasuries hold as bac king or reset \ i* against deposits and 
notes. 1 here ate some nice distinc tions to he diawn with ic'gard 
to sue h holdings, Itoth those of ordinary banks and those of public 
and semi jtidtlic banks; but thev are not impoitani lor the present 
put pose, we li\ at tent ion here on the* ac li\c‘ \ohmie of monc*v, the 
sum total ol the net means of payment //oa* axailable for im- 
mediate use. It is this with which we haw to deal in the chapters 
th.it tollow. 
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CHANGES IN PRICES 

§ 1. Changes in the price level are measured by index niiinbcrs. The arithmefic 
mean. Illustrations from United States prices, 13-18. — § 2. Other means: 

the geometric, the median. Weighted index numbers. — 3. Prices and in- 
comes, money; debtors and creditors. — § .j. Complications. Changes in 
particular prices ordinarily are of chief direct coiuern. As regards the 
price level abrupt changes alone have far-reaching consequences. — 5. 
Debts having a long time to run. I he problem wliere the general trend 
of prices is different from that of money incomes. — § 6. Pric es and costs. 
Effects of changes in their relation resulting from the nature of capitalistic 
industry. Business concerns and business men as debtors and creditors. — 
§ 7. Prices and costs, contini/ed. How far their relation is unevenly influ- 
enced by industrial oscillations. — § 8. Wages as costs and their relations 
to prices. Similar problems with monopolized raw materials. — § y. Con- 
cluding remarks. The commodity dollar. 

§ 1. Two topics will he taken up in the present chapter: first, 
how to ascertain and measure whether changes in prices have 
taken place; second, some of the salient consetjuences lor good or 
ill of such changes. Of the causes of the changes nothing more 
will he said for the present. 

The measurement of changes in the value of money would he 
easy if all prices went up and down together. But this tliey never 
do. Some prices go up, while others go down. Occasionally, in 
times of very great and rapid movement, almost all prices change 
in the Stime direction. Even then, some rise or fall in le.ss degree 
than others. In 191G— 18 the general trend of prices in the United 
States was unmistakably upward; most commodities advanced 
sharply in price, some enormously. Yet a few showed a downward 
movement. The extreme range was from oil of lemon, whose price 
in 1918 was only one third of what it had been a few years before, 
to a drug, acetophenetidin, whose price became fifty times as high 
as before.' Tho the fact of a change in a given direction he clear, 

take these illustrations, and also those on page 262, from the History of Prices 
during the War, prepared by Professor W. C. Mitchell and published in 1919 by the 
War Industries Board, Washington. 
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the c'onijjlcxity of the phenomena makes difficult the measurement 
of its extent. 

To a summary expression of the general trend of prices, 
lesort is had to the method of index numbers. An example will 
best explain lunv a/i index number is constructed. Suppose that on 
january i, 1900, tlie price of iron was $15 a ton, of wheat $1 a 
bushel, of cotton 10 cents a pound, of wool 40 cents a pound, 
d'hese are called the base prices. Later prices are expressed in 
relation to them, usually by stating them in terms of a percentage. 
Suppcjse that a year later, on January 1, 1901, the prices of these 
four ( ommociities have cxjine to !)e $20 for iron, $1.25 for wheat, 
10 cents for c otton, 46 c ents f(3r wool, "rhen the actual prices, and 
the pcKentage relation between them, would stand thus: — 



I <)(MJ 

1901 


Base Price 

loo 

Price 

Pcrcentag 
to Base 

Iron 

$I 5.00 

100 

S'io.oo 

*33 

Whral 

1 ,00 

IlKJ 


*25 

( !oll<ui 

.10 

I(K) 

.10 

100 

V\ ool . 

.40 

UK) 

• 3 ^ 

90 

lol.il . . 


40O 


448 

AvriMnc* (aiithinrlic 





inr.ni) 


UK) 


I 12 


The index ninn))er was |o() for 1900, and lose lo 4 jS for 1901. 
Rediued lo llu- aiilhmelic mean, the index number for 1900 was 
100; dial lor 1901 luiaine 1 12. I he base average, of ionise, is al- 
wa\s 100; ihe average for .mv other year is then a peri eiiiage of the 
base .iveiage. In the example just given, the index number shows a 
rise in prices of twelve per cent; or, rather, as the very word “in- 
dex" implies, indiai/rs a rise to that extent. 

II. now, instead of four commodities, fifty or a hundred were 
treated in this way, we should feel some conlidence in the indica- 
tion obtained as to a general change in prices. If the summarized 
result for a large number of articles is an advance of ten or twenty 
per cent in the index number, it is tolerably certain that most 
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commodities have gone up in price. No doubt tlic result may be 
ascribable to the fact that half the commodities went up a great 
deal, while the other half went down, tho but moderately. But an 
examination of actual changes, even a cursory one, almost always 
shows, where a marked change has occurred in an index number, 
that the large majority of prices have moved in the one way indi- 
cated. The index number serves, therefore, to point to a fact — 
that on the whole prices have moved in one direction. 



To illustrate: during the years immediately preceding the war 
of 1914-18 and during the war period itself, the index numbers 
for prices at wholesale in the United States, calculated on this 
plan, were as given at the top of the next page. 
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July I, 1913 to June 30, 1914 (base) 
Calendar year 1913 . 

“ “ 1914 . 

“ *915 • 

“ “ 1916 . 

“ " 19*7 • • 

“ “ 1918 . . 


100 

101 

99 

102 
126 
*75 
*94 


A .siiar/> advance in prices is here indicated. It is true, as has been 
mentioned, that a few (oniinodities actually fell in price; yet they 


were no nime than two per cent of the whole number of articles. 
With these almost negligible exceptions, all commodities sold at 
liiglu*! prices in (han in 1913-15. Vet, unmistakable as was 

the gi neral trend, ncjthing like a uniform movement took place, 
(irouping tlie several artic les according to the extent of the ad- 
vances, we find that in 1918 


9 

*5 

'5 

‘*•5 

9 -'') 

7.0 


per ernt of thr articirs showed prices between 130 and 149 

“ “ “ “ “ “ “ “ I fjo and 169 

“ “ “ “ “ “ “ “ 170 and 189 

“ “ “ “ “ “ “ “ 190 and 209 

“ “ “ “ “ “ “ “ 210 and 229 

“ “ “ “ “ “ “ “ 230 and 249 


(>7.0 “ 
10.3 “ 
22. t) “ 


“ 1 30 and 249 

of l(‘ss than 1 30 
of 2 'jo or more 


In other words, two thirds of the artic les wcae sold at j:)ri(*es rang- 
ing Iroin thirtv per cent higher to one hundred fifty per cent 
higher. The c haugc’, tho it showed grc*at variety and irregularity, 
Avas almost universal; the index number, which registered an 
advanc e of ninety four |)er cent, or almost a doubling of prices, 
sunnnari/c'd an upward mcnement which was great and rapid, and 
vet was highlv c'oinplex. 

2. Other modes of rcMching index numlxns have been pro- 
post'cl, the* aiithmetic' inc‘an l)eing critici/ed as crude and inade- 
cpiate. Some of the suggestc'd improvements mav be briefly nested, 
and the* usefulness of the simpler method tested by comparison 
with the results from those more complex. 

Ihe geometric mean has been advocated; and sometimes 
other mathematical means. Of the geometric mean it is said, with 
undoubted truth, that its use will mitigate a misleading effect on 
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the index number from extraordinary fluctuations in the j)ri( e of a 
single article. With the use of logarithms the geoiv. trie mean is 
easy to ascertain; and it lias tjuite as good a right t > be entitled a 
“true” average as the arithmetic. 



Another proposal is for the use of the median. Let the index 
numbers be made up, not by averaging, but by ascertaining mid- 
way points. Arrange the several price ([notations for any year 
(reduced to a uniform basis as for tlie other methods) in numeri- 
cal order, and then ascertain that figure which stands in the middle 
of the series — that figure on either side of which there is an e([ual 
number of quotations. For various sorts of observations the median 
is thought by statisticians to be at least as significant as any aver- 
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iigc; and tho com/^arativcly unfamiliar, it is easy to use. Even 
more than the geometric mean, it prevents an extremely high or 
low price of some one article, or of a very few articles, from having 
an undue influence on the index number.^ 

Different is tlie improvement of the simpler method itself 
the aritlimetic mean — by taking account of the relative impor- 
laiK e of the different articles; or, as it is technically put, by weighi- 
ing the articles. A change in the price of wiieat, for example, is 
of much more importance than a change in the price of wool. If 
wheat were to double in price, the purchasing power of a given 
iiKome would be seriously affected; if wool were to double in 
price, muc h less. I he varying importance of different commodi- 
ties may be re garded in the construction of an index number by 
assigning weight to the commodities in the proportion of their 
consumption. If the community as a whole sjjc nds four times as 
much of its income on wheat as on wool, wheat may be counted 
as if it were four articles and wool as if it were one. If twice as 
muc h is s|)enl on cotton as on wool, cotton may be counted as if 
it wen* two articles; while iron, on similar assumj)tions, may be 
counlc’d as three. The pric es used in the 01 iginal illustntlion would 
then be made U|) into an iticlex number as shown in table on page 
2hr,. I'his weigliteci average indicates a rise in prices from 100 to 
1 K). whereas the simple average would have indic ated one from 100 
to 112 only. And the weighted average is plainly the more signifi- 
cant: sinc e the higher pric es of widely used artic les like wheat and 
iron ai e more important than the Icjwer pric e of the less-used wexd. 

riu) the weighted index num!)er is clearly jweferable, the appli- 
cation of this more refined method presents clilliculties. It is not 

^ rims if .1 sciics of price ipioiaiioiis, leduceii lo a basis of uhj, were 

10a 

loCi 

c).j 1 10 

97 

1(H) 

the median would l)e hh). If the last tiguic were not 150, but 120, the median would 
still Ik* I(m). 

I here being in this series an tnld number of figures, the median is t}if middle one. 
If tfieie weie an e\en numlKi. the median would lie iKfween the two middle figures, 
and would Ik* in so far iiulehnite. Dut where there arc many figures, as is always 
the case with price ipiotaiiuns, the median is sufficiently precise. 
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easy to ascertain the consumption or relative weight of the several 
articles, especially where a very large number (100 or more per- 
haps) are included in the list. Moreover, the consumption of the 
different articles varies. Changes in habits take pJ ice; a given arti- 
cle may be much less used in 1910 than in 1900; how readjust the 
weight given it and the whole weighted index number? These 
difficulties, and others that miglit be instanced, tho not insuper- 
able, add to the complications of weighting. 

In regard to all these suggestions, whether for improvement in 
the arithmetic mean or for the use of a different mean, it must be 
borne in mind that no index number corresponds to a real thing. 
It is not like the mean of certain observations in natural science 
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Wheat 

4 

$I .00 

400 

Si. 25 

*25 

500 

emotion . 

2 

.10 

200 

.10 

100 

200 

Wool . . . 

* 

.40 j 

100 

•3fi 

9” 

9^ 

Iron . . . , 

3 

15.00 

300 

20.00 

'33J 

400 

Total . 

10 


1000 



I 190 

Average . 



100 





— such, for example, as those for measuring the distant e between 
the earth and the sun — of which any one may err, but whose 
average will point to a specific fact. An index number points to 
no specific fact. It gives, to repeat, only an indication of the gen- 
eral trend of prices. People often speak and think loosely on this 
topic, as if an index number told the whole story once for all. 
There is no one change in prices but a medley of many, different 
in direction and degree. All we can hope to secure by averaging 
and summarizing is some concise statement of the general drift. 

Now experience in the application of the various methods to 
the same sets of figures shows that the simple arithmetic mean, 
when applied to a sufficiently large number of price (juotalions, 
gives substantially the same results as more refined methods. If 
many articles are in the list, some of much importance, some of 
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little, it is unlikely that all the important articles will fluctuate in 
one direction and all the unimportant in another. If they did so 
(as in the example just given) , weighting would be indispensable. 
But the fluctuations in fact are likely to be distributed among the 
several classes in much the same way. An unusual change in the 
price of a particular article, whether it be consumed in large 
amounts or in sm.ill, will not affect greatly an average made up 



lioni ni;niv priir (juotation.s. And in prailicc it has been found 
that the .siin|)le iinweii’hted aveiaox* brings ii‘sults not very dif- 
leicnl Iroin those obtained after weij^htinu;. Similarly it has 
Ix'en found that the metliod of the median d(H*s not yield results 
substantially different from those of either the simpler or the 
weighted arithmetic mean. 

I'his similarity of outcome is illustrated by Figure i8, show- 
ini; the course of four index num!>ers reached in different Avays, 
all based on the* s.une cjuotations of prices.^ One represents 

’ I lu* I’lun M l s .lie: 

(h I III- (iiu-ni ol L.ilioi's ariihincMic means, for prices of 250 arliclc.s. 

(11) I’mlrsMM \\ . C. Miitlu’H\ umi ian.i;eiiu'iit of the same pi ice li^iires; “ I he 
hinc.ni N lixi ol 1 oiiniuuliiies (oniains anomalio Midi as iht* imlusioo of a .single 
seiiCN (ol cjuoi.n ions j loi wIumi and ten for cotton sheetings; two for ho*rs and three 
loi glassware, etc. 1 lie result is most nnscienlilic weighting in what purports to he 
an unweighted index numher. I’o remedy this ohxioiis defect, I have combined the 
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the simple arithmetic mean of 250 price cpiotatioiv^ the second, 
another arithmetic mean of the same prices consolidated into 1.J5 
quotations; the third, the median of these same 145 quotations; 
the fourth, a weighted index number of 50 among these com- 
modities. The prices are at wholesale, in the UnUed States, for 
the period 1890-1906; the “base,*’ indicated by 100, is in each 
case the average (arithmetic mean) for the decade 1890-99. 

§ 3. Nothing has been said in the preceding section about money 
incomes in their relation to the prices of goods. Money incomes 
are obviously important elements in the price situation; yet they 
are not considered in making up indices of change such as have 
just been considered. Yet the relations between money incomes at 
different times arc at least as important as those between prices of 
goods. 

series for neatly identical articles, thereby reducing the mini her of scries to 145/’- - 
Journal of Political Economy, May, 1910, p. 372; compare the same writer’s (iolil, 
Prices, and Waives under the Greenback Standard, p. 19. 

(III) 'Fhe median for the same (145) scries of (juotations, as calculated by Pro- 
fessor Mitchell. 

(IV) A weighted index number for 50 staple articles, selected from among the *250 
(145); the weighting being on the plan of the Gibson index, but revised by I‘ro- 
tessor Mitchell. 


The figures of the four series arc: — 
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1890 

II2.9 

II4.I 

112 

114,0 

1891 

III . 7 

1 12.7 

I I I 

<' 3-9 

1892 

106.1 

1 06. 1 

107 

1 103.1 

1893 

103.6 

103.0 

104 

103.2 

1894 

96.1 

9 .‘j -8 

96 

93-9 

*895 

93-8 

92.8 

94 

93-9 

1896 

904 

88.8 

9 « 

86.6 

>897 

89-7 

88.7 

91 

89.2 

1898 

93-4 

93*5 

94 

95-0 

'899 

loi .7 

102.5 

100 

103.4 

1900 

1 10.3 

1 1 1.3 

109 

1 1 1.6 

1901 

108.3 

1 09.6 

107 

109.2 

1902 

1 12.9 

113-7 

1 10 

1 16.2 

*903 

113.6 

1 1 3.8 

1 1 1 

1 1')^ 

1904 

1 13.0 

113-9 

1 12 

1 18.3 

*905 

** 5-9 

1 1 ,')-8 

114 

117-9 

1906 

122.3 

122.3 

119 

123-4 
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I'hc most familiar r ase in which incomes must be considered 
is that of debts and cnntiar ts, — engagements for the future. Let us 
first ermsider a case (juitc simple, a mere change in the value of 
money: all things grj iij) or rfowii in the same direction and to the 
same exteiit; nrjt only prices of goods but also money incomes of 
all kinds. So far as coiu erns operations which are strictly contem- 
j)()!a! y, no one is helped r)r harmed. "Elie only change is that more 
units of money are used in every |)ayment. But the essence of debt 
of 1)01 rowing -is that there are tw'o operations separated in 
time: Inst borrowing, then repaying. I'lie borrow^er receives from 
tlie lender at one time, the lender is repaid by the borrower at an- 
other. Both do so in terms of money. .A fall in the value of money 
a rise both in pri( ( sand in money iiKomes — is then of advantage 
to debtors: th(‘ ( omerse ( h inge is of ad\ antag(“ to creditors. When 
pi i( ( s and imomes go up in the interval between the contracting 
and the pa\ing ol a loan, the debtor, on returning to his creditor 
the amount of money borrowed, returns less in the way of com- 
modities. This is the gist of what happens; tho what the debtor 
is ( hieliv (oiisi ions of is that his debt is disposed of with compara- 
tive ease, his money iiuome having beionu* larger. Conversely, 
when prices and iiuomes go down, the debtor, on returning the 
same iikmicv, leturns more* in the way of ( ommodities; and, having 
less income, hc’ finds it comparatively hard to pay the debt. In 
ellcc t tile changes in the value ot monev cause* a shift in the dis- 
tribution of wealth, and one which on its face is related to no 
piinciple of cc|uitv or of soc ial justice. 

|. So simple* a c hange ne ve r oe e urs. .As we have se en, all prices 
do not go up .mcl clown toge'ther: ne*ithe‘r do all incomes. Each 
inclivichial is c hieliv conc c*rtu*ci with the partic ular artic les bought 
or sold by him. and with their price*s. Eoi short periexls — two or 
thre e* ve ars the pi ie e* of anv one* at tie le mav show no clear relation 
to the geiic'rai price* lc*vel. It mav go u|) and down, regardless of 
the* geiieial chift indicated l)v an inde‘\ number. 'That general 
chift. .igaiii. olic'ii is not easv to make out until it has been going 
on lor some time*, rnclei usual and “normar' conditions, changes 
in the gene ral price le ve l lake* place slowlv, and in the transactions 
oi eve'ivd.iv life are harcllv noticed. Even from vear to year, there 
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is ordinarily little change that attracts atteiwion; the observations 
of everyday life must extend over several years if we are to be 
impressed by the fact that any general rise or fall is r-ally in prog- 
ress. Most debts, however, are for moderate perio(i:». A cliange in 
the price level of 5 per cent a year or even 10 per cent, as registered 
in an index number, would be little noticed by debtors or credi- 
tors. What concerns them forcibly and immediately is a change in 
the prices of the commodity or commodities in which they deal, 
and these prices may not be closely related to the general move- 
ment and often are more abrupt and noticeable than that move- 
ment. All things considered — the slowness of changes in the price 
level and the immediate importance of particular price move- 
ments — the disturbance of the debtor-ci editor relation by the 
movement of price level is not for most debts of so much moment 
as would appear at first bltish. 

Quite different of course is the situation where there are great 
abrupt changes in the price level, siuh as take place when paper 
money is put out in httge voltime. Ehen the general movement 
upward is so vast that tlie jrectiliarities of individual price changes 
become of negligible consecpieiu e. Crcditois may be viitually 
compelled to turn over their wealth to debtors. 'Fhc injustite 
becomes unmistakable. On this dreary subject more will be said 
in a later chapter. 

Something similar happens, tho rarely with the same dramatic 
suddenness, when an abrupt fall in prices takes place. Debtors 
then are clearly seen to suffer at the expense of ( reditors; if not 
so overwhelmingly as in cases of vicdeiit inflation, yet with pro- 
found distress. Such distress, however, has never resulted directly 
from legislation; no country has jjassed laws which directly caused 
catastrophic results of this kind. A great and rapid fall in prices 
does not come except from some unexpected economic collapse; 
possibly when a war breaks out, more often as the aftermath of an 
economic crisis. In the last-named case, the fall is more or less 
acute according as the ewerturn from excitement to depression is 
(juick and severe. When this happens, the conscc|uenc:es are less 
uniform and less widespread than in the case of inflation. Some 
debtors feel them more than others, according as the goods they 
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produce are more oi* less affected. After the crisis of 1929» 
ample, the prices ol agricultural products lell abruptly, not merely 
because of the general ( ol lapse but because they were pushed down 
by the peculiar ( onditions ol international trade that ensued in 
almost all countries. 

§ fj. The case is someu hat rlifferent when we consider not short- 
time or abrupt ( haiiges but debts having a long time to run. As 
regards these, even under the < omparatively stable monetary con- 
ditions whic h we think of as usual or normal, there may be much 
injustice and hardsliip. I'he longer the time, the more is this 
likely. In (he* course* ol twenty years, j)C)ssibly in the course of ten, 
mat ke el c hanges in the* lange of prices may cx c ur, and with them 
marked injustice to debtors or to creditors as the case may be. 

1 he* longei the period, the grc'ater the likelihood of harm. Tho 
obligations running very long periods are not often contracted 
by individuals, they arc* common on the part of corporations 
and ol govei nments. Kuro|)ean governments, to be sure, when 
they borrow, usually do not undertake to repay the principal sum 
at anv gi\en date. They promise only the regular payment of a 
stipulated late ol interest; and while they reserve the option of 
rej)aying the princ ipal either at linu*s e\i)rc‘ssly slated or at their 
disc let ion, llu*v do not undertake* to rep.iy unless it suits them. 
In MIC h case llu*v ha\c‘ a protec lion against loss horn price changes, 
but llu*ir c reditors h.ne none. In the Ihiited Slates, the govern- 
ment has ollc n borrowed on long lime and exposed itself to pos- 
sible* loss: a prac tice, hc)we\er, which has been ke*pi within limits 
model ate* enough not to c ause gre*at diflicnlties. Many of our great 
corpoi ations. howe\er, and especially the railways and the pid^lic 
ulilitie's, ha\e bonoweel cpiite without legard to possible price 
c hanges, and not infi ecjuenilv with complete disregard of possible 
c hanges in the rate of interest. Bonds have been issue*d pavable 
alte*r the* lajise of lortv. Iiftv. and eve*n one hunclre*cl years, withc^ut 
provision lor i e*cle*mpt ion or interest adjustment in tlie* interval. 
W ho can say what will be the range of |)rices after the lapse of a 
e eniui v? 

Sue h long-time* obligations lind a market because most investors 
(like* other pe*ople) think of the value ol monev as unelnniging. 
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and because they are glad to have a long-time g»;arantec of an in- 
come supposed to be fixed. And it is inevitable tf .it borrowers, 
when they wish to raise great sums of money foi permanent in- 
vestment, should adopt the devices which will attract the investor. 
In such engagements both debtors and creditors take great and 
unpredictable risks. Under monetary systems as they now are, and 
are likely long to remain, these risks can be reduced to tlie mini- 
mum only by restricting all loans to periods of a moderate number 
of years. 

§ 6. A different question of justice between debtor and creditor 
arises from the fact that money wages and other money incomes 
do not necessarily move in the same way as the prices of com- 
modities. In the preceding sections, it has lieen tacitly assumed 
that these tivo movements — of prices and of money incomes — are 
parallel. But one may lag beliind the other; or tlie movements 
may be in opposite directions. IlcTe we deal with long-period 
changes. They are of ejuite a different sort from those cionsidered 
in the preceding section, and raise cpiestions of another c:)rder. 

Suppose, for example — to take the sort of c ase whic li fortunately 
is most probable — that industry is progrc'ssing, the arts are ad- 
vancing, the prosperity of the community growing, dliis means 
that real incomes are becoming larger; that ihe coinmoditic's at 
the command of the community as a wliole, and on the average 
for each person, are more abundant. Ehe conc rete way in whic h 
that abundance must show itself, where all transactions and all 
exchanges are carric*d on through money, is in cheapness of goods 
relatively to incomes. Goods may become cheaper, mc:)ney incomes 
remaining the same; or money incomes may become greater, 
prices remaining the same; or some intermediate relation may 
appear. In any case, prices and incomes will not move together. 
Relatively to prices, money incomes will rise. 

rhus, during the period of falling prices after 1873, money 
incomes on the whole did not fall. The evidence to prove this 
relates cliiefly to the familiar c rafts and to imskillc*cl or little skilled 
labc^r; since comparison of wages at different timers is here easiest. 
Money wages on the w^hcjle did not fall after 1873; they rather 
tended to rise. So it was with the rates of wages which arc cu- 
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{)l)(.'inisli( ally called salaries — the pay of teachers, corporation ein- 
plc)yees, public officials. I he same upward tendency or, at the 
least, stai ionary tendency showed itself also in the more irregular 
money incomes cjf professional and business men. With rising or 
static;nary wagc.*s and incomes all around, and with falling prices, 
ic'al income's in terms of c:cjnimodities and of services must have 
gone' iij) substaniially. Obviously this is the natural outcome of 
iiidiisnial progress and < lieapened production. That same outcome 
of pioLjress and < lieapness must be ex pec ted to appear in a period 
of lisini^ prices; only in this case in a different way. If prices ad- 
\aiKe, mone y incomes must advance at least as much, if real in- 
come is to remain the same'. And if fundamental fc^rces are at work 
to piomote proL»ic‘ss in industry, wages and all money incomes 
imisi acKancc' c'ven more* than price's. If in the future an increasing 
su|)j)ly of money ac is to bi ing about continuously rising prices, 
\sc‘ imisi c'xpec t that this c hange' will be accompanied in time by 
an c‘\c ii gicatei' rise in monc*y incomes.* 

What, undt'i such circumstances, are the relations between 
de btors and c rcclitors? With price's falling aird incoirrexs stationary, 
debtois, pa\ing theii dc'bis with the same amouirt of irroney, repay 
to (leditors more' in the* wav of commodit ies. This nray be called 
I c'p.tv inc'nt ac coicling to a labor standard. It is tr ue that the debtor 
pavs back more' commodilie's than he got; but those commodities 
ic'j)ic‘Neni the' s.imc* moiic'v income' and (pr esumablv) the sairre 
amount ol labor as befor e. It rrray be argired fair Iv that the debtor 
sullc'rs no injustice' if ;rt the time of i'e|)avrrreirt he has the same 
rnonev irrcomc' as hen he eorrtiac ted the debt, l ire creditor 
simj)lv shares irr the gieatc'r cheapness ol corrrmodities due to ini' 
proNc'd produc t ion. Su|)j)ose‘. on the other harrd, that there are 
st.it iorrar v j)iic e‘s .md r ising incomes, rire de btor, pavirrg back the 
s.iriic' moric'v, j).i\s b.ic k also the* sanrc' eornmoditic'S. It may be 
aiguc'd ag.iirr lairl\ that the* cr editor suffers rre^ injustice. He gets 
b.u k j)ic’(isel\ wh.il lu* K-nt. in te-rms both of nronev and of goods. 

* I Mill .iM’ Ik'ic li.ul ill iiiiiul. anti iallv ihnsc loni^Min cirecls 

uliiih ,nc' In Itn t liniii nIimiIn v;.iinN in llu* t‘Hi< iriu n n| iii(liistr\. I ho pioxi- 

in.iir flirt ( tW iinif.iMii;; mnn< \ >iij>|>h, as pointed out in llu* nc\i sertion, often 
h.iN hrrn In tansr pints iti i isf Lisiri than tin* wa^e^ ot hiietl ial>nicr*» (alllui not 
l.istri ill. in -ill intMii \ mininrsK ll is onl\ in tlu* loin* inn that this elfcet m.iv 1)0 
t nunu I at.lt.ll l»\ ihai t'l tnniiniitti iinpitixcnu'iil in llu* ails. 
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He can be said to suffer hardship only in that ho fails to share tlie 
full advantage of progress. He does not experienct as otliers do, 
rising receipts with stationary expenses. The resuiis in the two 
cases are different; yet in each it may be argut^d plausibly that the 
outcome is just, or at least not unjust. 

If it be asked which of these two situations- -stationary incomes 
with falling prices, or rising incomes with stationary prices — 
brings the more equitable adjustment of the relations between 
debtor and creditor, the answer cannot be given with ready as- 
surance. The problem involves a consideration of the ^vhole (jiies- 
tion of the right distribution of wealth, and more particularly the 
question whether equal return for equal labor is the etpiitable 
basis for dealings between man and man. In this case, as in many 
others, we must be content if the outcome is satisfactory on the 
whole; if clear injustice is avoided, even tho that whicli is ideally 
just be not attained. 

It is hardly necessary, therefore, to attempt here to resolve this 
intricate matter any further. As long as movements in general 
prices proceed slowly, changes of money incomes relative to prices 
also proceed slowly enough to pass unnotited by most people. 
The inverse movement of wages and prices between 1^7*^ and 
1896, for example, is perceived only after careful observation of 
five-year and ten-year periods. The changing relation of money 
incomes to prices therefore does not commonly entail an in- 
justice serious enough to warrant a departure from the fa- 
miliar and accepted principles of ecpiity in debt j)ayments. It is in 
connection with movements in prices that are out of lelation to 
the march of improvement — and particularly the violent move- 
ments — that the distressing problems arise. These impose shifts 
in the distribution of wealth between debtors and creditors that 
have no equitable basis whatever. 

§ 7. It is not to be supposed that the only important effect of 
rising or falling prices is that on the relations between debtors and 
creditors. A second consequence is a change in the pace of indus- 
trial operations. Fluctuations in the value of money may affect 
seriously the entire mechanism of production. 

Periods of rising prices are commonly periods of industrial ac- 
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and prosperity. 1 rue, the prosperity may be appaient rather 
than real. People so habitually rerkoii tlieii incomes and re- 
souKes ill terms ol money that they think themselves better off 
when money iiuoines go up, disregarding, for a time at least, 
the fact that their expenses go uj) also. But it is by no means 
all a matter of deceptive appearances. The business class feels a 
stimulus from rising j)ii(es; and so long as the management of 
industry is in the hands of the business class, that which stimulates 
its memliers to ac tivity a( ts as a real stimulus to productive indus- 
try. In sotnc degrc'c*, no doubt, the clla ts on business men as on 
olheis is j)sy( hologi( al. /hey think tlu“y are gaining when j)rices 
1 ise, whe ther or not they gain as regards the |)ur( hasing j)ow^er of 
their iiKoines; and this ap|)earan(e ol gain sjiurs them to activity. 
But it is not all a mattea of apj)earan(e. I he stimulus to business 
men, and lieiuc to prodiuticjii, rests on real and substantial ad- 
vantages to Ins ( lass. 

riiese advantages arise partly, llio by no nu‘ans wholly, from the 
la( t that business (oiu erns are debtors. Business concerns, be it 
noted, not business men. rhe position of men as individuals is 
usu.dly a double one: they are both lenders and borrowers, both 
iiiNcstors and applic ants for funds seeking investment. In the early 
Stages of a j)iospei<)us business man’s (areer the borrowing pre- 
dominates. In the later stages, if he has prosj)ered, he has accumu- 
lated and has (ome to be a lender and creditor. Probably at no 
stage, so long as he is .ic ti\c in allairs, does he distinguisli sharply 
bei\\(‘en the limds wide b he has set aside as jjermanently invested 
and those w hic b are used for c urrent operations. With the devel- 
opnuni and nbii|uiiv of the (orijoraie oigani/alion of business, 
the distinc tion becomes sharj)ei. W'hile the head of a large corpora- 
tion doubtless has acc umulations of his own, and so is a creditor, 
vet whe n ac ting as biisiiu'ss manager he is likely to be a borrower 
for his concern and espec ially so as regards the funds used in 
cm rent operation. The corporate eoiuerns, like the individual 
linns, gain from rising prices becau.se interest charges lag behind 
j)rices. riuir operations respond to the stimulus and production 
is ciuic kened and enlarged. 

S. In still another way the relation between employers and 



§ 8 ] 


CHANGES IN PRICES 


275 


employees has effects of its own on changes in prices as well as on 
production and the matxii of industry. These effec t- arise not so 
much from the fact of fluctuations and oscillatious as from in- 
herent characteristics of capitalistic industry. 

Consider the various kinds of costs. Wages are costs: just in 
what sense costs, and how related as costs to other eiements whicli 
also arc reckoned as costs, is a far-readiing (juestion of which the 
various aspects will present themselves again and again. For the 
present, we will continue to look at wages as the capitalist prodiu ei 
looks at them, — expenses which lie must meet; for him they are 
like exj:)enscs for raw materials, interest, rent, taxes. Now, for the 
individual producer there is a period of production in the comse 
of which lie makes payments for wages and other costs which have 
to be met some time before receipts come in.^ The period is longer 
in some industries tiian in others. In all, the process of a ( hange in 
the price level affects and disturbs the relation between prices 
wliich constitute costs, notably wages, and the prices of the goods 
that are sold. If there is a general upward movement of prices in 
tile interval between the initiation and the com])letion of the 
period, goods will be sold at prices high in proportion to ivhat 
those goods cost. If, on the other hand, prices fall in the interval, 
things are sold at prices which by comparison ivith their costs are 
low. In either case, of course, only a part of the (ost is incurred at 
the very beginning or at the original level of priies. 'l"he outlay 
takes jilac e bit by bit, as it were, over the course of time, and ea( h 
installment tends to be adjusted to the price level just then jire- 

^ riiis is the “period of production'’ in the British sense: the interval elapsinj» 
hetween the time of paying out money as costs for the individual concern or indus- 
try aiul that of receiving money from the sale of the goods. It is usually a matter of 
months. Quite tlilfercnt is the period of production in the Austrian sense: the whole 
long interval, a matter of years, between the first application of labor in the succes- 
sive operations of production and the final emergence of a consumer’s good. 'I'lic 
pericxi in the British sense comes to its close when a commodity emerges which can 
be sold for cash: a ton of iron or a crop of cotton, 'I he period in the Austrian sense 
comes to its close (more accurately. nc*ar to its close) when a commodity emerges 
which satisfies a consumer’s want: a kitchen stove or a cotton shirt. 'The first is im- 
portant for the shorter pericMl phenomena, such as the immediate lelations between 

employers and employed, and for the present topic, the cjscillaticms of industry in 

their relation to price change's. I he seconcl bears chiefly on longer-period phe 
nomena, the fundamental cjuestions of wages, profits, interc*st, whidi are reserved for 
later consideration. Vol. II, Chapter 38. 
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vailin^r. The fact that production takes place in anticipation of 
.sale and in advance of sale means that if general prices move in 
the interval there arises a disparity between the prices at which 
goofls are .sold and the costs at which they were produced. 

riiis cause does not ordinarily give occasion to very marked 
(liveigeiu es between costs and prices. 1 he period of time involved 
in most j)r()ces.ses of production is not very long; seldom is it 
more than a lew months. Movements in the level of prices on the 
other hand ordinarily take much longer before they impinge 
m.nkedly on the individual good. In times of great economic dis- 
(m baile e, however, (juic k shifts of general prices do occur, and 
1)1 ing marked (lisj)arities in the cost-price relation even for com- 
modities whose production is of but moderate length. Moreover 
there are some raw materials like copper, iron, rubber, wool, the 
|)ri(es of which are important and symptomatic costs; and these 
may ( hange raj)idly even while the general movement is slow or 
may ( hange slowly when the general movement is rapid. 

In general, the spread between costs and prices is important so 
far as the mo\ements of the two occur at unecjual pace. As re- 
gaids some costs, a disparity results fiom their ccjntrac.tual nature, 
l eilmical and |)rofessional labor such as that of engineers and 
su|)er\isors is often engaged at fixed salaries for a considerable 
lime. The contract is binding upon both parties and during its 
life the salary is a cost that cannot be changed. ('a|)ital often is 
pioi uied in the .same way. Euncls are borrowed from the public 
by the issue of bonds or other instruments that involve the pay- 
ment of a sti|)ulated interest. 'The interest is a cost fixed for a 
jieriod. |)erhaj)s one of many years. Land and buildings, and some- 
times ships and mac hiiiery, are hired in like fashion. The rental 
paid for them is part of the terms of the contrac t. In all such con- 
trac tual arrangements the business man — or the business concern 

is undertaking to pay, regardless of the ups and downs of prices, 
a stated sum. 

01 gre.Uest inliueiue on the cost-price relation is the move- 
ment of w.iges. In most industries wages constitute the largest sin- 
gle immedi.ite element of cost. That wages go up in times of rising 
price lc‘\el more slowly than prices of goods is one of the best 
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attested facts of economic history. It holds of almost all sorts of 
hired persons — not only manual laborers, but clerks, o\erseers. 
teachers, salaried persons. In the case of technical an<l professional 
workers, the sluggishness is due chielly to the coniractual nature 
of such wages. In the case of clerks, mechanic s and other manual 
laborers it is due partly to the lack of bargaining power among 
the workers, partly to the force of custom, which is esi)ecially 
strong as to wages. The slow pace at which competition in ih<^ 
labor market works out its results is connected witli the many pc 
( uliarities in the dealings between employers and employees, and 
especially with the position of the employer as feeling the brunt 
of any industrial change. (3f the fad here noted there can be no 
question; when prices rise, the wages of hired workers do not rise 
as fast. 

It is familiar experience that those business men gain most in 
periods of rising prices whose operations involve in largest pro- 
jKntion the payment of wages. 'The mere trader or merchant 
usually gains least; the prices of the things he buys go up almost 
as fast as the prices of the things he sells. The manufadurer who 
buys few materials, and whose expenses are chielly in the direc t 
purchase of labor, profits most of all. Such, for example, is the 
situation of a highly integrated enterprise like the United States 
Steel Corporation, which hires laborers directly to dig iron ore, 
mine coal, convert the coal into coke, transport these materials, 
smelt and shape the iron and steel.’ When the pric es of the iron 
and steel go up, the ccmcern gain.s hugely, sine e its main outlay, 
that for wage payments, is relatively stable. Those iron and steel 
makers, however, who have to buy iron ore, or coal and coke, gain 
comparatively little; the prices of their materials go up as fast 
or nearly as fast as the prices of their j)roducts. 1 he business man 
who is nearest the ground, so to speak — nearest the laborer — 
profits most from the relative stability of wages. 

Conversely, in periods of falling prices the business class as a 
whole commonly loses. Then, sinc e the same lorc:c*s tend to keep 
wages stable, a fall in prices brings loss. Probably wages feel the 

^That is, thru its subsidiary corporations. Between the subsidiary corporations 
there is nominal purdiase of materials. 
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ol lallin;^ prices less slowly ilian they flo those ol lisiiijjf 
piices. 1 he c*in|)loyei s superior bar^aiiiiiit* pcjwer enables him 
more readily to miiij^atc* the loss, just as it aids him in ieapin,i4 the 
^ain. Bnt some loss there is, lor the same Inndamental reason — 
on him lalls the first effec t of any ehani^e. The two la<2js, hc^wever, 
do not offset ear h rMher. The weak bai\<*ainin,L; position ol the 
laborers bi irrj^s it about that wages, tho they do not fall so last as 
pr i( c*s, tend to fall rrror e rjinc kly than they r ise in the converse case. 

All these r ernar ks al)ont c harrgcfs irr wages apply more lo earlier 
lirtres, — say to the c lose of the rrineteerrth ccntirry, — than to later. 
In I he I wenlielh cent my the sitiiatiorr c hanged, for various reasrjns 
wages have mo\(*d more irr accord with prices irr tirrres cjI rise, less 
so irr tirirc-s of fall. Labor organi/aliorrs ha\e‘ becorrre strorrger, 
more* ahat to take* advantage* of fax’orable c orrdil ioirs, better* able 
to re‘sist tlie elfe*( ts of cle|)r cession. I'or orre* reason or arrother, the 
Stic kirress of wages has be*( orrre* le,*ss: rrrarkccllv less in Krrglarrd as 
regards pc*r iods of fallirrg prices, and less irr the Lnited States 
wheat pr i( e‘s ar e* r isirrg. 

.\ sitiratiorr sirrrilar itr some respects arises at tinres with regal'd 
to anolhea e lass of e osts, the pr ice's of ce r tain raw mater ials that 
h.i\c* eonre' to be subject to nronopolistie eorrirol. During the 
two periods of de-pression which came alter tire war of 19 14-18 

the* first afte-r rpiio. the second after ic|‘;c) — it apj)eared that the 
pr ic e s of some' huge' e lasse s of materials fell mor e slowly than did 
the* price's ol lire* rrrore' linishc'cl goods. I hc' explanation tvas tirat 
in the so ( ailed "heaw ’ industr ies there wer e combinations, agree- 
rrrearts, earte’ls, monopolistic eontrol in gre*ater or less dc'gree, and 
that the se* e*nableel the pr ie es of sue h things as iron, c ement, copper, 
rubbe'r to be* kept up. or made to fall but slowlv, in face of a gen- 
c'tal decline'. It is not the mere fact that thev are* raw materials 
which sets such articles aj)ait as being peerrliaily sluggish in 
price* mc)\ eruerrls. So far as their prices are* immobile thee ex- 
plarration is that thev are of the standaidi/ed kind and are* ame- 
nable to gre.u st ale operations: therebv thev invite* agreements 
and eomlrinations, and tend toward the cartel or monopoly. 
Othe r raw materials, suc h as cotton or wool, rrot produced on the 
grand stale, show no such sluggish mo\ements. If in modern 
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times these have not infrequently been preve nted from falling in 
times of depression, it was done thru resort to the political power 
— -action by the state in controlling the supply <>;■ assisting the 
holders in controlling it. As regards such political factors, general- 
ization and prediction are even less possible than for the prices of 
goods j^roduced under monopolistic conditions. 

§ 9. It appears then that changes in tlie value of money are 
not a simple matter: especially if the term “value of money” 
is considered, as it should be, to apply to money iiuomes as well 
as the prices of commodities. What constitutes stability of money 
is not the same thing when one thinks of commodities alone as it 
is when money incomes arc included. Nor do the same ([uestions 
arise for short-jjcriod as for long-j)eriod mc^vements. 

Muc h has been said, at one time or another, in favor of a “com- 
modity dc^llar” — i.e. of a monetary unit whic h shall always com- 
mand the same cjuanlity of commodities, a “basket” of the same 
goods. Now it is not at all a matter c:)f course in the transactions 
between lenders and l^onowers that the payment of debts in the 
same ejuantity of goods is the one just thing. Nor, even if this 
ideal be accepted, is it a matter of course that the cpiantity of 
commodities can be made the same tliru the j^eriod involved in 
long-term debts; sine e the contents of a typic al “basket” c;f gcx)ds 
change as tastes and teclmiciue change. Further, when it comes 
to the changes in pric es whic h c oncern people most in c^rdinary 
times, — those changes whic h appear over j)eriods of months or of a 
year or two, — it wc3uld seem that irregularity in the movements is 
inevitable. The rise or fall cannot be the same for each and every 
commodity, while yet the individual j)ersons are seriously con- 
cerned only with the prices of the things which they buy and sell 
and have little interest in the wide-ranging up or down swells. 

On the whole the wise policy, in the world as we have it, is to 
aim at a monetary system in whic h abrupt c hanges over the whole 
range of transactions are |)revented cjiice for all, and great c hanges 
in particular artic les are prevented from being abrupt, even tho 
they be cd the kind which arise from new and welcome techno- 
logical improvements. Cnven these results, it seems to be not a 
matter of the first consequence whether the general level of com- 
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inoflity prices shows in the course of decades a movement, even a 
(onsiderahle one, eitlier upward or downward. Any mechanical or 
siipjcosedly automatic device, c.jj. that for a commodity dollar, is 
likely to he tiot only intricate and troublesome in execution but 
ol (luubtiul service for securing the etjuity desired. 
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COIN AND SPECIE 

§ 1. Gold and silver, long the dominant forms of money, gradually heeamo of 
less importance in the nineteenth and twentieth (cntinies. The (pialities 
that led to their use as money. — 2. I'heir position strengtliened hy fac- 
tors other tlian the physical qualities. Convention and habit. — § 3. Coin- 
age a public function. Under the gold standard, gold and bullion inter- 
changeable. — §4. Bimetallism, and the dilluulties to which it led. Its 
history. Silver suddenly discarded toward the close of the nineteenth cen- 
tury. The attempt to revive it in the U. S. from 1878 to 1934 an anomaly. 
— § 5* Some problems of coinage. Subsidiary coin. 


§ 1. This and the next following chapters will give more de- 
tailed consideration to the three salient c onstitiu nts of the money 
supply — coin, paper money (notes) , deposits. Vhe present chapter 
w ill deal with coin. 

Thirty years ago, when the first edition of this book was in 
preparation, coin could still be spoken of as a highly im|)ortant 
constituent of any effective medium of exchange, perhaps the most 
important. After the passage of a most eventful generation, that 
emphasis is no longer justified. In the English-speaking countries, 
(oin came to be the least important of the three, and the order 
of weight became the inverse of that formerly given, deposits 
being now first, paper money second, coin thiid. Yet coins are by 
no means negligible and specie held for possible conversion into 
(T)in is even less negligible. Not only do they retain a place of im- 
portance, but an understanding of the ways in which they were 
used in former times, of the process by which they have been 
displaced, and of the ways in which they still play a part, is indis- 
pensable for an understanding of the meaning and working of the 
other constituents and of the monetary structure as a whole. 

Historically the chief reason why gold and silver became the 
money metals was that they satisfied the craving for adornment. 
Things that minister to the deep-rooted love of display are in 
unfailing demand. And any commodity that is in unfailing de- 
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in;iy ih iIoiiii p.issahly tlic Iihh lions of *1 nicfliinn of cx- 
( hiin^c. fi is iliis uliic h cxpl.iins ilu* wick* \:nic‘ty of things that 
have so sciMcf (aitlc, giain, salt. Inis, tol)a((o, ami wliat not. 
riu* Instcr and sheen rd gold and siher (aiised them to be higidy 
prized in tlu* early stages of ( ivilization. I he glitter of tlie btiid)le 
is the origin (d the monetary use of the pre( ions metals, precisely 
as glass beads and scarlet cloth are serviceable to explorers for 
barter in those few regions where savagery is still unaffected by 
the ( onveni ional ways of c ivilized man. 

Other ([ualities (ontiibnled greatly to making gold and silver 
the money metals. I hey are singularly free from liability to de- 
terioration. Kust does not affect them. I hcv retain tlieir luster 
with unusual (onstancy. The durability of the metals was largely 
res|)onsible for their use as moneys. 

Most important of all, however, was the scarcity of the precious 
mc‘tals. riiey pioved to be sidliciently abundant lor mcmey use, 
and yet not so |)lentiful that they ceased to be |)ri/ed. Any metal 
that is fairly scarce might be selec ted lor monetary use. Iron was 
used in the* cMi ly clays ol Rome, (lopper was used to a considerable 
c'xteiit in laic‘r times; and it is still in use, tho not undc'r conditions 
that gi\e it muc h signihc anc e. In the com sc* of time, bc:)th iron 
and copper we re* discovered and procluc ed in sue h great ejuautities 
that they c cMsed to have any spec ial \alue from theii rarity, (iold 
and sil\c*r rcaiiain com|)arat i\ cdy scarce. I ho common, and very 
widely distributed in the* earth’s crust (gold pe rhaps most widc*ly 
distributc-ci of all) , tlu'v arc* r.uely found in large amounts or under 
conditions which enable* great Cjuantitics to be secured at small 
cost. It is title that highlv productive mines have bec*n not infre- 
cjuently discovc*rc-d, and in recent times (sinc e iSc)C)) new sources 
h.ive been c'xploited to a striking extent. Some of these c:hanges 
ha\e had far reac hing elfec ts on prices and on the modes of use for 
the two mc’tals. Some of them, too, have caused the cjuestion to be 
iaisc‘d, at one lime or another, whether silver, or gold, or both, 
might not become so c heap as no longer to be lit to serve as mc^ney. 
On the whole, however, their scarcity and high cost have c:ou- 
tinued. Tho now produced in ciuantities that are enormous com 
})arecl with those of former centuries, their annual production i< 
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Still very small as compared with that ol iioii. lead, topper, tin, 
and zinc/ 

§ 2. 1 he use of gold and silver for money, origin dly resting on 
the intrinsic factors of beauty and scarcity, canw in time to be 
largely a matter of convention. Once established as the money 
metals, they retained their position to a great degree by lone ol 
custom. Anything which passes readily from hand to liand has 
value from its mere acceptability. The strong inllueiice of con- 
vention and habit is illustrated by the wampum of the American 
Indians. These strings of shells, originally sought because lane ied 
for ornament, were in course of time accepted, without thought 
of their ornamental qualities, as a medium of exchange lor the 
Indian tribes and the early settlers. Among certain African tribes, 
tiny axes (called bikei) served as the medium of exchange. They 
were conventionalized survivals from a lime when real axes were 
rare and enormously useful, and that importanc e had given them 
the prime quality of general acceptability." Paper money illus- 
trates the same tendency. In the first stages of its use, it had to be 
really exchangeable on demand for specie; otherwise it would not 
be taken in payment. But once j)eople were used to it and accais- 
tomed to seeing it received by everyone' and paid out by every- 
one, it could circulate as money with little referenc:e to its c:on- 
vertibility into specie. Vor many c:enturies spec ie had the estab- 
lished position which paper money has sec ured only within very 
modern times. Merely because all the world ac:cej)ts a thing as 
money, it beccmies peculiarly fit to serve as money. 

Further, the fac:t that sj^ecie serves so universally as monc'y tends 

iThe total production, the world over, of ihe more familiar metals was in metr ic 
tons. 
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to maintain its value hy ^i\ inj^ it a utility for so( ial |)rcsti<^c. Many 
ol the non-monetai y pui pcjses lor uiii( h j^old and silver are used 
have fxTome (d minor importance. Brass and sundry imitations 
usually do as well. Between tlie serviceability of plated ware and 
ol solid silver ih(*re is no substantial difference. The one great 
utility whi( h the stea ling metal retains is like that of the diamond 
— it satislies the love* of distim tion. flu* fact that gc)Id and silver 
are used as mon(*y keeps up their value; the fac t that they arc 
valuable givc‘s thcan utility for display; and this in turn helps to 
sustain their value lor monetaiy as well as for non-monetary uses. 

p \Vhc*n thcae is a me tallic money, or when the monetary 
system is based on a metallic standard, a lixc*d relation is estab- 
lished between the currency unit and the standard metal. The 
most common and impoi t;uit case if) modem times has been that 
ol a gold st;inciai(l. and heie the lixed relation is bc'tween the eur- 
rc nc y unit and gold. W'heie coins of the* standaicl metal ;ire actu- 
ally mintc'cl and tisecl, the relation is establishc*cl by prescribing in 
the coinage* law the late at which the mint is rc*c|uirc*d to give coin 
lo! btdlion. Wdiere the* standaicl metal is not minted into coin, but 
p;iper notes ;uc* used instc*ad, the arrangement may be dilFerent. 

I he gold standard grew up as a system in wide h the coins were 
used, and it long ietainc*d this form. What the gold standard means 
is best uncleisiood by attending liist to this earlier form. 

I he* f ate at whic h coin is given for bullion is the “mint price 
ol gold." In the period when the gold standaicl was in wide use 
(loughlv Irom 187;^ to ipi.|) , the* Knglish mint price of standard 
gold, i.e., gold elesen twelfths line, was 17s.. lol r,d. j)er ounce; 
e ac h ounc e* was manulac ture*d into sovereigns at this rate. In 
Kianc e the mint pric e of line gold was :m.| 7.7 1 franc s per kilogram; 
in (iermanv. *27^)0 marks per kilogram; the ligures in both cases 
indicating how manv francs or marks were manufactured from the 
kilogram of gold. In the (hiiteci States, the phrase “mint price of 
gold ’ did not come into use, liecause our coinage legislaticm pro- 
ceeded not bv spec ilving the number of doll. us to be minted out 
of a given weight (sav an ounce) of gold, but bv specifving how 
nuu h gold the dollar should contain. The dcdlar was recpiired (at 
this same period) to contain 23.22 grains of line gold, or 2r,.8 grains 
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ot gold nine-tenths fine. Dollar pieces proved too small for con- 
venient use, but five-dollar pieces were coined with five times this 
weight of gold and ten-dollar pieces with ten times the weight. 
The mint price of gold, if that phrase had been used, would have 
been $20.67 per ounce.^ 

Because the amount of gold coin given for bullion under the 
full gold standard never varies (so long as the coinage legislation 
remains unchanged) , people often spoke of the value of gold as 
unvarying. Accustomed to all exchanges and all values in terms 
of price, they thought of the value of gold also as the price (the 
mint price) of gold bullion. But obviously the purchasing power 
of gold is a very different matter. The value of gold in the eco- 
nomic sense of the term depends on the general range of the prices 
of commodities; or rather, it is the general range of prices. The 
fact that the mint price of gold is fixed does not mean that the 
value of gold is stable; all that it means is that the value of gold 
and the value of money move together. Yet the notion that gold 
has a fixed and unvarying value, not to be changed or shaken by 
legislation, was widely and persistently held, and indeed still 
crops out; being a way of contrasting the supposed stability of 
gold to a fickleness and instability inherent in paper money. 

Free coinage — that is, actual coinage of gold and actual circu- 
lation of the coins — tho not essential to the maintenance of a gold 
standard, is yet of the first importance for its working. When this 
|)art of the system is dropped the operation of the rest is greatly 
affected. Free coinage means that every holder of bullion may 
bring it to the mint and have it converted into coin without limit 
as to amount. The cost of manufacturing the coin may be borne 
by the mint, that is by the public; when so borne, coinage is gra- 
tuitous as well as free. Coinage is not gratuitous if the mint re- 
turns to the applicant coins containing a slightly less weight of 
specie than he presented. The difference retained by the mint 
constitutes a charge toward meeting its expenses. Such a difference 
or deduction is called a seigniorage (a name derived from the ex- 
clusive coinage rights of the king or feudal seigneur) . Where a 
1 These figures are illustrative; they indicate the practices of the period when the 
gold standard was in full bloom. For the post-war developments and the practices 
of lhat Utet period, see below. Charier ^o. 
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sci^nior.iirc is ( haii»(*d, tlu‘ exc hange value of coin may exceed to 
tliai cxtcui tlu* value ol buliiou. So long as tliis kind of monetary 
sysuan was i[i \ogue (he mints of most (ountries followed the first- 
named prarticc; they retinned to the person who presented gold 
bullion pie( isely the same weight of fine gold in the shape of coins. 
Sometimes, indeed, this return was not immediate; there was a 
delay e or i ('Sj)onding tej the length of time recjuired for the rnanu- 
I i( tme oi the ( oin. I hus in the Ihiite^d States a period of six weeks 
usually elajised between the delivery of the bullion and the return 
ol (oin. Sind* there is a loss of interest during the period of wait- 
ing. stir fi a delay w ill < atise the value ol bullion to be slightly less 
than the \alue ol gold, e\en tiro tinae be free (T)inage ^vithout 
seigrriorage. I hese (aus(‘s of divergerree between gold bullion and 
gold (oiir whethca seigrriorage or (k'lav in (oiirage — have ceased 
to be ol appreriable irnpratance. 

ruder the lullv develojred gold starrdard. not only can the 
bulliorr b(‘ (otrNer ted iirto (oin at the nrint without charge or for 
a trilliirg ( harge, but gold (oin tan be readily (cruverted into gold 
birllioir: eitlaa by pr i\ate nreltiirg, or by an ar t arrgement, (ommon 
llie irriirts. lor giyiirg btrlliorr in exdrange lor (oin at fixed 
rates. I he situatioir is \ery dillerent with the subsidiary coins of 
silver, (opper, and irickel, which prc'seni jrroblerns of their owai. 
As regards g<»ld. where a gold starrdard is fully established bullion 
atrd ( oiir are inter ( harrgeable. 

1- I hruoirt most ol moneiarv history, silvt'r was used as a 
rrrorrev nret.d on a lootirrg ecjual to that of gold. In Kinopean 
(cutrrtries silve r as well as gold was loirg coinc'd frc'ely at a fixed 
rmrrt j>ri(e. I'lrdet this kiird of arrairgc rirent the two metals were 
irrtetc IrarrgcMble: both waae freely (oiric'd. and eoins made of either 
irretal were lull leg.il tender. The nrelhod in its fully developed 
form is illustrated by the svstern adopted bv the rnited States in 
I he gold dollar was to eontain ( i.e., if coined, would have 
(orrt.urrcd) - gr.iins of pure gold, or grairrs of gold c; jo 

lure: the srlvca doll.ir simil.ulv was to corrtairr grains of 

pure silver, or grairrs id sihe, p lo line. ' Kiihei^ gold or 

siber bullion lould be brought lo the mint for loinage without 
hrnit.rtion as to amount; gold coins and silver coins dike were 
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established by law as tender for the discharge ol debts. I his was 
biiiietallisin, deliberately adopted and carried out to ihe lull. 

For several centuries binietallisin prevailed in more or less 
changeable and chaotic form. Even after the art of coinage liad 
developed, the actual coins were used in pieces of widely varying 
weight and fineness and had to be put on the scales at each trans 
action; and this was the case with silver as well as gold, (iradually 
the more perfect form developed: both metals were manulac- 
tured into well-cut uniform coins of the same or similar names 
and denominations. Silver was the more plentiful and the more 
(ommonly used; gold became plentiful only within the nineteenth 
century. 

However well devised the coinage system was, diniculties con- 
tinually arose in the endeavor to treat the two metals as homo- 
geneous. These difficulties became accentuated in the nineteenth 
century, and finally resulted toward the close of that century in 
the displacement of silver from the position of a freely coined 
money metal. This change, one of the most notable in monetary 
history, was brought about in the surprisingly short space of one 
generaticai. It deserves some detailed examination because it con- 
stitutes a sort of preamble to the cjuite new situation which 
emerged in the twentieth century. 

When the double standard is adopted, the ejuestion arises 
whether the ratio at which the metals are coined by the mint and 
are thus given purchasing power in the form cjf money conforms 
lo their relative values as bullion. If at the mint i() ounc:es of silver 
are coined into as many dc:)llars as one ounce of gold, and if, as 
bullion, 15 or 15!/^ ounces of silver can be sold in the market at 
a price ecjuivalent to one ounce of gc^ld — no cjne will bring silver 
to the mint.^ The silver will be more valuable as bullion than as 
coin; and experience proves that a very small frac tion of dilferenc e 
suHices to decide that the metal shall not be presented for c:oinage. 
If, on the other hand, silver can be sold as bullion cjnly at the rate 
of iC)]/, or 17 ounces of silver for one ounce of gold, no one will 

^ These figures, selected because of their occurrence in the historical case, are used 
for illustrative purposes only. The point of principle is the consequence of a diver- 
gence hclwceri mint and market ratios, and is the same regardless of the specific 
figures. 
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bring gold to the* mint, riit* holder of gohl (an get for it at the 
mint (jidy as many (()in(‘d (hollars as he (an get f(jr 16 ounces of 
silver, iiy ex( hanging his gold in the market lor iGi/i or 17 ounces 
of silver bulli(jn lie (an get nujic coined dcjllars; and accordingly 
lie will present only silver liullion at the mint. To repeat, a very 
small variation between the ratio fixed at the mint and that wdiich 
iul(*s in llie open market will (aiise one or the other of the two 
metals to be the sole one jiieseiited at the mint for coinage. 

'The metal which tends under such (onditiems to be presented 
at the mint is said to be overvalu(‘d. The metal which is not pre- 
sented, and whi( h indeed is subj(*( ted t(j tin* ojiposite pro( ess of 
being melted into bullion from (oin, is said to be undervalued. 
When* silve r is (oiiied at a ratio of iG to i of gold, while on the 
basis of rnaiket values 1 r, of silver is e(|ual to 1 of gold, silver is 
undei valued at the mint, being given a low'(‘r value there than 
in the market. And where in the market 17 omu es of silver e(iuals 
I of gold, while at the mint sihar is still (oiiied at i(') to 1, silver 
is overvalued. 

'I'hat metal whi( h is overvalued will tend to be( ()me the sole 
( onstitiK'tu of tlie met.illi( ( iK ulating medium. It alone will be 
piesented lor (oinage. I his, to l)e sure, will tend to withdraw' it 
ftom the bullion market; and this process will tend to raise its 
value as bullion. Gonversely the undervalued metal, not being 
presented at the mint for (oinage, will tend to be more plentifid 
in the market as bullion; and this will tend to lower in turn its 
value. Hv siu h processes, the market ratio may possibly be brought 
to e(|uality with that at the mint. But if there be a permanent 
foKe at work w hi( h brings about a (oniinuing dilfereiue, even 
tho a slight one. then the undervalued metal will go out of cir- 
( idation, the* overvalued metal w ill come more and more int(3 c ir- 
(ulation, and eveniuallv the metallic money will consist of the 
overvalued alone. The more (onsiderable is the divergence be- 
tween the mint and market valuations, the more cjuickly will this 
process work out. 

d'he tendeiu y of the overvalued metal to drive out the under- 
valued is often termed Ciresham’s law'. Idie name is derived from 
a Sir rhomas Ciresham of the sixteenth century who gets thus an 
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undeserved fame for stating something that had long been known. 
The “law** is simply the commonplace fact that where mints take 
two metals for coinage at a ratio differing from that in the open 
market, the cheaper metal, if there be enough of it, will displace 
the dearer from monetary use. The cheaper money metal will be 
used by preference for presentation at the mint; the dearer will be 
used by preference as bullion for industrial purposes. 

The double standard was traditional in Europe for many cen- 
turies. It is true that in England, tho the bimetallic system had 
prevailed thru the eighteenth century, the circulation was com- 
posed chiefly of gold; the single gold standard was established by 
law in 18 1(). But on the continent of Europe in general the double 
standard prevailed, with a stock of metallic money made up chiefly 
of silver. Until the second half of the nineteenth century France 
alone had a circulation in which gold, tho by no means the larger 
constituent, was important side by side with silver. 

In the United States, when our coinage system was established 
in 1792, the European model was followed. The complete double 
standard was adojUed and the coinage ratio set at 15 to 1. That 
ratio was chosen after careful inquiry, but it proved to differ from 
the market ratio, which was about to 1. The ratio of 151^ 

to 1 was accepted about ten years later for the coinage system of 
France. Silver accordingly was overvalued at the United States 
mint, and gold was undervalued. No gold was j)rcscntcd for coin- 
age, and the metallic circulating medium consisted wholly of 
silver. In 1834 the ratio was abruj)tly changed to 16 to 1. This 
overvalued gold as much as the old ratio had overvalued silver, so 
that gold alone was now presented for coinage. Silver gradually 
drifted out of circulation and out of the country. After the Cali- 
fornia gold discoveries in 1850, the change became pronounced. 
Great quantities of gold were coined; silver quite disappeared. 
In the business world the silver standard was replaced by the gold 
standard. The dc facto situation was recognized in legislation when 
arrangements were made (in 185^5) for the use of silver as a sub- 
sidiary coin. 

In 187^^, toward the close of the paper money regime of the 
Civil War, the coinage legislation of the United States was over- 
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liaiilcd and r o/isolidatrd. In this revision of the statutes, the silver 
dullar was tiom the list of coins that could be struck, 

riuaeuiili hiinctallisni was lf)rinally ended by law. A few years 
laid, alid slion^ ai'italion for renewed use of silver, great pur- 
( liases of that metal were made* by the government, and coins were 
again sii iu k uhi< li had lull legal lender (juality; but free coinage 
was not lesiored. ('nder two legislative measures, one of 1878 
and the oih< i of no less tlian 570,000,000 dollars of silver 

money weie injected into tiu* < irculating medium before the 
jiiocess was siojjjK'd in 1895. Ac tual siher dollars were little used 
and c om jiai at i\ cly lew wei e coined; the silver c irculated chiefly 
in I he loim ol si 1 \ t r c c i I ilic ales, and might hei t’garded as a hybrid 
kind ol monev, a cioss l)<‘twc‘c*n subsidiary cc^in and full legal 
tendei . I ho the amount in c iic tiiation was large, it served in g(X)d 
measmc' meielv to repku e national bank nc)l(‘s which w'ere de- 
clining. and the effec t in thc‘ monetary struc ture W’as thus largely 
nc un ali/ecl. 

In ic);;|. in the course of the monetary upheaval of the early 
Nears ol the Inst Rooscwc ll administration, a new' and anomalous 
ste p was take n. It mav not unfairly be* descrihed as atavistic, — 
ic Nc'ision to an ouili\t*cI iv|h‘. I'hc* aclNcxacy of a return to bi- 
mc i.illism |)roj)er. Nvhic h had jiiavecl so large a part in the monetary 
c out 1 ON ei sies ol the nineteentli conlurv, had ejuite ceased; the 
nvoiIcI h.icl se ttled cloNvn to the use of silver in the Western coun- 
n ic's h»i siihsicliarv coin onlv. Legislation on money had turned 
into cjuitc* difleient c hannels. W’ith hardlv a word of debate or ex- 
pl. mat ion. an act of ip.5| clirec ted the d'reasiny to pinchase siher 
in i lu‘ mai ket until enough was acc it mu la ted to bring the ejuantity 
ol sihei thus held in monc*taiv leseiNes u|) to one-ejuarter of the 
total “value” of all the metallic reserves.’ Silver certificates were 
issued on the* basis of the mc*ial, retaining their hvbrid character. 

‘ 1 lu u \\.i> .til .ilit’i ii.K i\i\ \t'i\ iinlikrlv of uMli/.iiion: ilic purchases were also 
1 “ (t .ivr il lilt- iii.ii kt't pint' t»l mInc’i Nhoiihl ii'.uh the I'lie eiitiie 

w.ts loMittMis. I lu- mIm i was ptiuhased hy the 'l icaMiiv at the market 
l'o«r, hill tuur III ilir \.iu 1 |n ot ilu* Iummiin. it was \.iluetl lor hnokkeepin^ piir- 
post v .11 pi I oiiiut'. It is .ti this aihiti.iiN "x.iliie ’ miuli al)o\e the market 

piuf tli.it tile .imoinit ot sil\ei liehi liv the lieaMiiN w.ts caioilated in measttrin^ 
ilu' M/t ol siUei leseoes. llcaue. the I leasiirv was retpiirecl to buy much less silver 
ih.iii il the Iummiin lueil the in.iiket piice li»r the calculation. 
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rhe silver legislation of the earlier years, from 1878 to i8()o, is 
explicable on historical and political grounds of a kind hardly to 
be found anywhere outside the United States, — the demand from 
pioneer regions for more money, seliish pressure fiom the silver 
mining constituencies, a curious sentimental clinging to silver as 
a political idol, successive compromises. The legislation of 
rested on a similar jumble of forces. It was based on no defensible 
policy, and could lead to no end but further huge accumulations 
of useless metal. 

France suspended free coinage of silver in 1873, same year 
as the United States; the coincidence in time was fortuitous. She 
had maintained the double standard in 180^^^ when she established 
her present system of decimal coins. The coinage ratio Avas then 
set at iFyl/^ of silver to 1 of gold. Until 1850 the circulation 
was in fact chiefly of silver, because the price of silver in the 
market tended to be somewhat lower than the ecjuivalent of the 
coinage ratio. After 1850, however, the situation changed. The 
unexampled supplies of new gold from California and Australia 
were poured into the world’s markets. So strongly Avas the bullion 
market affected that it became advantageous to send into France 
for coinage not silver but gold. In France, just as in the United 
States, gold began to displace silver and the displacement was ac- 
cepted Avith the same ecjuaniniity. After a decade or tAvo gold came 
to be regarded thruout the Avorld, reasonably or unreasonably, not 
only as the preferable metal, but as the metal on Avhich to base a 
good monetary system. Fhe Cierman Empire, Avhen reorganizing its 
currency system in 1871, adopted the gold standard outright, in- 
fluenced chiefly by the English example. The United States had 
been since 1850 practically on a gold basis. International trans- 
actions betAveen all countries Avere conducted in terms of gold. 

Hence Avhen great discoveries of silver were made, and produc- 
tion increased after 1870 at a striking pace, the threatened in- 
version proved uiiAvelcome. Silver began to floAv into France in 
great quantities; gold began to floAv out. France, faced Avith a 
distasteful prospect, dropped the free coinage of silver. Other 
European nations folloAved her lead. Belgium, SAvitzcrland, Italy, 
and Greece had been joined Avith France in the Latin Union, the 
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ohjfd of whidi u.i.s the adoption of a uniform decimal coinage 
system />ased f>n t/ie FjcticJi franc. I he Union had kept to bi- 
rnetallisin at the ratirj of to 1 and tlie several mints acted in 

r oniinon. When rrance suspended free coinage of silver, therefore, 
the others followed suit, liiiiietallisin came to an end. 

I'he last important event in the chain which deposed silver came 
in when Hritish India put an end to the free coinage of 

silver, (lontinned free ctiinage, with the steady fall in the price 
of silver, had tansed so large a volume of silver to be presented 
at the Indian mint as to result in serious eml)arrassment. The 
mint was ( losed to silver. 

rims ended the rapid transformation. Silver, for centuries a 
standard money metal and long the predominant metal in the 
ciK ulating medium, had lost its place. The fundamental cause 
of the change lay in the (onditions of production of gold and of 
silver. It was the iiu l eased outjiut of gold after the great discov- 
eries of the middle of the < entury that brought about the displace- 
ment of silver from ac tual circulation; it was the prospect of a 
similar vast increase in silver jiroductioii that impelled the final 
demoneti/ation of silver. Before iHyo the annual supply of that 
metal horn the mines had lieen about ‘^0,000,000 ounces. After 
1870. it rose* thus: 



Million 


Ounces 

Average annii.il product in the f)-ycar period i87i"i875 . 

• . 63 

“ 1876 1880 . 

• • • 79 

“ “ “ “ 1881 1885 . 

.... 92 

“ “ “ “ “ “ “ 188G 1890 . 

. 109 

“ “ “ “ “ “ 1891 1895 

.... 158 

“ “ “ “ 1896 1900 . 

. 165 

“ “ » 90* *905 • 

.... 168 


So great a fiesh amount pressing on the market, with most mints 
c losed to Iree coinage, caused a steady decline in price, and led 
to a growing practice, indeed a policy which seemed firmly estab- 
lished, to restrict the use of silver for monetary purposes to the 
field of subsidiary coin. 


5. It remains to sav a few words about some coinage problems, 
and about sulisidiarv coin. 
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The tendency for overvalued metal to drive out the under- 
valued may appear, tho in a rather different way, even where only 
one metal is coined. When the metal is coined at its actual value, 
that is when the value of metallic coin as money is no greater — 
or is intended to be no greater — than its value as bullion, light- 
weight or abraded coins tend to displace full-weight ones. Until 
the nineteenth century the machinery for manufacturing coins 
worked slowly and somewhat imperfectly. It was difficult to turn 
out a great many coins rapidly; and the coins minted not only 
were subject to ordinary abrasion, but in consequence of uneven 
mintage were subject to clipping. New and good coins were there- 
fore likely to be picked out for use in the arts or for exportation, 
while only the poorer pieces remained in circulation. In the 
United States — to give an example — during the period from 1792 
to 1834, when silver was the only money metal in actual circula- 
tion, foreign silver pieces of various mintage were in actual use. 
Because at the beginning no United States mint or coins existed, 
these foreign coins had been authorized for use in public pay- 
ments. When the mint was established, and coins were issued from 
it, the new coins could not displace the foreign pieces, being full 
weight and preferably used for the arts or exportation. Hence the 
coinage seemed futile and was discontinued, only the more or less 
imperfect foreign coins remaining in circulation. Difficulties of a 
similar sort were long encountered in all European countries, 
from the Middle Ages thru the eigliteenth century. 

The remedies for these difficulties are simple: first, the plentiful 
and accurate manufacture of full-weight coin; second, the with- 
drawal of all legal sanction (such as receipt in payment of public 
dues) from worn coin; and third, the redemption at no charge 
of pieces which become abraded by ordinary wear. It was once 
common to enact that pieces which had suffered in weight beyond 
a certain tolerance should not only lose their validity as legal 
tender, but should be accepted at the mint only as bullion, not at 
their face value. This, however, served to perpetuate their circu- 
lation. The holder, called upon thus to suffer the loss in value 
from abrasion, tried to pass them on to other persons; and others 
accepted them simply because they were ready money. The better 
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,lu;cl„n-. i, f... Bovcrnincus to redeem at face value 
Ll Ml, have uut heeu Intentionally dipped or sweated. 

.ninption „l tliiv pra.lire, loseti.er wit ll the ample 
a,le,,na. y ol n.aehine.y lor providins neiv and un.formly good 

( r;ins, K'inoved the (iHlu ititics here desciihed. 

Ill rec efir ye;irs the !iict:illi( ( iK'iiIntiol) has come tc:) be almost ex- 
( lusively rnade tip of stihsidinry c oins. Most nations have given 
iij) the (oime^e ol t/ie stanclaicl nietul (gold) , using it only for 
resc‘i \ (* ijo/dings. Siihsidiut v (oitis — silver, nic kel and eoj)per 


c ainc* into use- hecjusc* the* high \ahie of gold makes it unavailable 
in niinoi payme nts; as indeed had been the case with silver in 
cvniicr times, (iold pieces woith le*ss tlian five dollars are very 
small; they are too cMsilv lost and too subjeet to wear to be thor- 
oly sat islac tot y. \'c‘t a mult it tide ol transac tions must be settled 
with monc'y of smallc‘r clenominat ions. Silver iscoinenient fcjr suc h 
monc*y, hence* continues to be* use*cl by most eivilizc'd countries as 
a minor coin. Vov the smallest transactions even silver has not 
bulk enough; lor these rc’sort is had to nic kel and copper. 

I'he subsicliarv svstem ol the* Ihiited States was created by an 
act passc'cl in iSr>y,. Silver coins were aulhori/ed — half-dollars, 
cpiai ters, and dime s containing so light a content of line silver 
that no one ^\onlcl be tempted to export thc*m or to melt them for 
inclusti ial use. The sil\c*r half dollar, lot instance, was made to 
contain (and still contains) i7i;.S grains of line* silver, or 
giains lor two hall dollars. I lu* siher dollar, whose* free coinage 
at that time w.is still ant hot i/ccl, contained (and still contains) 
<711^, grains. I luis the siher sidrsidi.irv coins were made worth 
consich*! .d)lv more* as ntonc'v than as bullion, because the coins 
contaiiual considerablv less than their face value of ac tual metal. 
This situation has coniinuccl ever since; indeed the overvaluation 
is gicatc*! now than it was at liist because the price of silver has 
continued to fall. 

Obvioush. the- goNcrnnunt makc*s a |)rolit bv an o|)eration of 
this soit. rile* o\c!\ allied siher cc»ins are paid out by the govern- 
mc-nt in its oidin.nv disbursc’inents, or ate e\ch;ingecl bv it for 
lull \alnc* gold. In eithc‘r c .rse there is a profit. This also is often 


called a ’ seignioi age,” tho it differs in important respents from the 
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seigniorage wliicli may he eliarged on the freely (oined and fidl- 
value pieces, \vlien such exist. 

If all silver coins were minted freely at tlie artili( i c hi, oh nue, 
silver would be overvalued, and would displace ^^old ur even “full- 
value” silver. But something very different from free coinage 
oi)erates in the case of subsidiary money. No private person is 
entitled to present silver at the mint lor conversion into small 
coin. The government itself buys the silver bullion in the market 
at the prevailing price, and alone arranges lor its coinage. The 
amount which the government thus buys and coins is limited to 
the quantity found necessary to meet the needs of small-< hange 
transactions. Further to guard against possible abuse, it is pro- 
vided that subsidiary coin should be legal tender only up to a 
limited sum, now fixed at $10. I'hus there is no U ndency lor the 
silver money to displace gold. 

Such are the essential principles of subsidiary coinage. Sub- 
stantially the same system has long been followed as regards the 
copper and nickel coins adopted for petty transactions. 'Fhese have 
been token coins ever since gold and silver came to be used as the 
standard metals. In fact, the underlying jirinciple — an artificial 
value due to limitation of (juantity — has been followed by all 
nations ever since subsidiary coin came into use. 

The regulation of this kind of money is carried on with varia- 
tions of detail in different countries. I he cpiantity coined is 
sometimes fixed at so much per head of po|)ulalion. I hus in Ger- 
many subsidiary silver was minted in 1910 at the rate of 15 marks 
(formerly 10 marks) per head of poj)ulation; in France at the rate 
of 7 francs (fcjrmerly 6 francs) per head. In Cheat Britain no 
sj)ecific limit is set; the Bank of England arranges for the coinage 
of such amounts as experience from time to time shows to be 
needed. In the United States also no limit is set. 

To prevent any possible depieciation cjf the subsidiary coin 
in terms of standard money, it is usually redeemable at its face 
value by the government treasuries when presented in reasonable 
amounts. In the United States, few example, sul)sidiary silver coins 
are redeemable in sums c^f $ 20 , The san)e object is achieved by re- 
ceiving them without limit in payment c)f public dues, as in France. 
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§ I. I un(tions of hunks. .S;jvin/(s hanks typical as (hnnncis of investment. 
Other sitnilat hankiiif' ic.s. — .^‘ 2 . f Joiiiiiicnial banks; their customers 

and (fcposinjrs. 1 lirir demand liabilities (bank lUites and deposits) con- 
stitute pan of the ellettive money supply. — §3. Notes of private banks, 
lonj( iiiipfjrtant. have virtually teased. — j^.j. Hank notes. Their ready 
cinulation, and their retkiess issue during the first part of the nine- 
teenth (entuiy, gradually led to regulation and (ontrol. — §5. Complete 
.security for holders ol bank notes finally achieved in the United States. 
.Should depositors have the same security? 


I. liANKs jKi loiin two fuiic lioii.s, c(|ually important, yet very 
(liffereiit. I hey ac t a.s ageiu ie.s for the tolleelion of savings and 
for inve.stmeni; they also jiiovide a pait of the medium of ex- 
( hange. The two fuiu tions are often performed by the same in- 
stittition. but not iiifretpiently are .separated. A .savings bank has 
to do primarily with investment; and this is the ca.se with many 
banks of (ontinental Europe whit Ii do t ommereial business also. 
A stric tly tommeri ial bank is not * primarily eoneerned with the 
sort of 'investment” to wliich the term is eommonly applied — 
that whit It lt)ok.s (o the ereatitin of permanent plant. 

Before turning to tiie monetary aspects of banking, something 
may be .said about the investment operatitrns. .'\ savings bank ac- 
cepts deposits; that is, it receives sums of mt)ncy and promi.ses to 
repay them, d'he |)romi.se is usually subject to conditions, as for 
example that the bank re.scTves the right of ret|uiring notice (ten 
tlays, or .some sue h period) . Sue h a tleptrsit is not part of the supply 
t)f inonev, not being subjet t to transfer by c heck. It is not expected 
either bv the banker tir the deposittn that the latter will wish to 
have his nu)ney back promptly. Ordinarily he leaves it with the 
bank for a t onsitlerable time, and expects to get interest on what 
he has deposited. The operatit)n is typical of the process by which 
the saving or ‘*|)utting asiile" of money leads to the creation of 
capital. The money deposited is not kept by the bank, but is lent 
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to persons who mean to use it in “real” investment, as in erecting 
factories, warehouses, dwellings. It goes into circulation again 
and repeats its rounds in performing the functions of tiie medium 
of exchange. Meanwhile it has been the instrument by which some 
persons, having procured the command of the purchasing power 
which savers thus turn over to them, were enabled to add to the 
substantive capital of the community. Often the proximate use 
by the savings bank is in the purchase of securities; that is, of 
promises to pay, or certificates of ownership, which have been 
issued by still other persons. In this case the bank is but one link 
in the chain which connects the savers of money with the makers 
of capital. The same process of collecting surplus means and at- 
tending to their investment is carried on by government postal 
savings banks, except that here the money deposited is commonly 
used in buying government securities, and the effect in adding 
to the real capital of the community — its apparatus of production 
— is more doubtful.^ 

Many banking institutions other than savings banks, both public 
and private, engage in operations of this kind. The bankers and 
brokers who deal in so-called investment securities act as middle- 
men for the well-to-do, just as the savings banks do for persons of 
smaller means. The so-called mortgage banks of continental 
Europe, organized as public or semi-public institutions, perform 
the same function. Many of the great corporate banks of Germany, 
France, and Austria long conducted extensive operations in plac- 
ing investments. 7 hey accepted deposits in sums large or small, 
and either sold securities directly to the investor, or undertook to 
pay him a stipulated rate of interest. The great historic banking 
Iiouses of England and the United States, and of the Continent 
also — the Barings, the Morgans, the Rothschilds, and their number- 
less rivals and associates — carried on chiefly investment operations. 
During the greater part of the nineteenth century they were largely 
concerned with public loans, buying from both strong and weak 
governments great blocks of bonds, borrowing heavily on their 
own account in order to be able to put funds at once at the dis- 
posal of the needy governments, and re-selling the bonds as quickly 

^ Sec Chapter 39, Vol. II, Interest on Capital Further Considered. 
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;is |K)ssil)lt* to private investors. In the roiirsc of the nineteenth 
(cnttiry, unci more and more in the twentieth, they extended their 
Operations into the jrtomotim^ field, — the nuisinj^ and supporting 
of new industrial enterprises. In the early stages of such enter- 
prises, they make advances from their own means to the active 
promoters, or ('c|iiite as olieiij borrow from the eomrrrcra ial banks 
arrd therr re lend to these prorrroters. l ire distinction l)etween 
their ojxrariorr as lenders and as prorrroters usually becomes 
shadowy: they tend to be* more or less ac tive promoters and man- 
agers therrrseh es. In time, Imt very likely after a coirsideiable 
inter \al, il ail has gone well they sell to the saving arrd investing 
public a large {rail ol the* seernities based orr the enter jrrises they 
ha\'c‘ fostered. I'.ac h banking house of this sort irsually has its circle 
of c ristonrers and fiicards. wher h^ivc* faith in its judgrrrent and 
honesty, and are guided bv its advice. 

i:; 2. Differerrt is the nature* of the c)jH‘ratic)ns ordinarily carried 
on by the comrirer c i.rl barrks. {'vpic ally these do not lend for per- 
rrrarrerrt irrvestrrrent. If they lerrd to nrarrufac turer s, it is commonly 
trot by way ol aid in erec tirrg plant bur for convenience in cuiTent 
operations. I hev rirakc* loarrs for c'uablirrg raw materials to be* 
boirght, the loans to be* rc'paid on the .sale of the linished gc:)ods 
afte r a fc*w months. Similar Iv thev rnaki' loans for' [raying wages 
.incl like* cimc-nt experrses, agairr with the inrder standing and 
expectation that ie'j)avme*nt will be made* shortlv. d'hey lend to 
w holesale mere Iranis \\ ho buv large epianlities of niw materials to 
be* sold to manulac till C I S or buv finished goods to be sold to re- 
tailers. On the other hand, thev .se*rse as repositois ol spare funds 
l(H people of all sorts, both busine*ss men .md those not in busi- 
ness. rile* busine ss nie ir ke*ej) a bal.ine e in the’ bank which is larger 
or strrallei aeccMcling to the momeniai v stage of their trade: likelv 
to Hue tu.rte* consider ablv. but in eac h e ase like*lv on the average 
to be* substantial. Salaiie*cl and prole*ssiorral people and tlro.se of 
indepe'nde iri me ans m.iintain a b.ink balairc e* lor eon\ e riiene e, also 
larger and smaller according to thi'ii inomeniaiA jrosiiiort but not 
as much subject to r.ipiel lluetuation as the business deposits, 
(dinnieieial banks are lound in all large trading center's. In 
earlier davs seaports like London, Liverpool. New York, New 
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Orleans, Boston, each had its set of large strong banks wliose 
doings ^vere mostly of this kind. They have by no means ceased 
to exist, blit they rarely have remained true to type. The causes 
and consequences of their modern complexity will be considered 
shortly, bearing as they do on the working of the deposit system 
and the distinctive banking problems of the twentieth century. 

It is the operations of banks of the commercial type which are 
most familiarly associated with the problems of money — banks 
supposed not to enter the field of permanent investment, but 
(hiefly to make loans on short time to established business con- 
cerns. Such banks receive deposits, but deposits of quite a differ- 
ent character from those of savings banks. They are subject to 
check, can thus be transferred readily from person to person, 
and constitute part of the effective money supply. In some cases, 
also, such banks issue notes, which are more obviously a part of 
the money supply. 

It is with the monetary phases of commercial banking that we 
now have to deal. They are two. First, notes of commercial banks, 
in earlier times the more important and still in many ways in- 
structive. Second, now much the most important, deposit money. 
It is the first of them which will be dealt with in the rest of the 
present chapter. 

§ 3. Note issue is the simplest operation. As carried on by banks 
of the commercial type it played a large part in the monetary 
history of (heat Britain and the United States during the first 
half of the nineteenth century. So far as private banking houses 
or corporations arc concerned it has virtually ceased. But for 
many years sucli banks put notes out with consequences so serious 
for the public at large that they loomed up largest among tlie 
things that must be regulated and restrained, while the other 
operation of the same kind — deposits — received comparatively 
little attention. The history of private note issues is instructive 
because it shows the same complications and problems that arose 
later in the c asc of depcjsits. Kssentially similar effects on the mone 
tary structure and on monetary circulation arcjse from the notes 
as later from the deposits, and public regulation set in step 
by step on lines foreshadowing what was to appear in the later 
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and n.ore con.plicatccl case. At the same time, t^raditions left over 

from the carJier stage, atid the large place which notes had in 
discussion nnd IcgisLuion, caused an undue emphasis on the regu- 
lation of notes, which persisted after other parts of the monetary 
system had so grown tfiat the emphasis needed to be placed on the 
other side, the dej)osit.s— bank notes having become not indeed 
(inimpot taut yet by cf)mj)arison a minor matter. In this case, as 
ill so many others, economi< development proceeded ahead of our 
imdersiaiKling ol its ( ()iise(|iien(:es and hence far ahead of the 
I(‘gislalive measures it called lor. 

A bank note is a j)romise to pay a specilied sum to the 
bearer on demand. In law it is like any other promissory note 
payable to bearer, 'ritle to it passes in full by delivery, and each 
siKcessive holder accpiires the same rights against the bank. If 
the institiition which issues it is well known, the note may pass 
fiom hand to hand lor an inclelinite time, performing continu- 
ously the* essential fnne tions of money. Kven if the institution is 
not well known, the note may remain long in circulation if people 
have heconie acc ustoined to the use of suc h paper substitutes and 
if there is no spec iai ground for distrusting the particular bank 
that issne-s it. Money being to so great a degree a matter of custom, 
that which one person offers in payment and the next person is 
likely to accept in payment passes readily from hand to hand. Kx- 
perieiicc* am|)lv |)rovc*cl that not only note’s issued by responsible 
institutions hut those issued by others that assumed the outward 
show of I c’sponsihility passed into the c hannels of c iic idation with 
surprising ease. 

The hank, none the less, is under a stric t legal obligation to pay 
every note, whenever |)resentecl, in that monev which is legal 
lender lor debts in general. Assume specie, or gold, to be the onlv 
leg.d tender (the c.ise here is the same if government notes or 
central hank notes are the legal tender monev) . The bank must 
kc’c'p at all times some gold wherewith to pay (or. as it is said, re- 
deem) anv note’s of its own issue that are |)resented. If it keeps 
.IS uuu h spec ic’ as it has note’s outstanding, the note issue obvi- 
ousK i.ui he no source ol profit ; there’ is no compensation for the 
expense ol printing the note's and of maintaining the bank office. 
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But if it keeps less than the notes outstanding, there is the chance 
of profit. The excess of notes issued over and above tlie specie kept 
on hand is often called the “uncovered” issue. The lavi’cr the un- 
covered issue, the greater the opportunity for gain. Every bank 
which is left to go ahead without legislative restriction lends to 
keep as little specie (or other legal tender) as possible r nd to have 
as large an uncovered issue as possible. 

Bank notes take the place of specie very much as does incon- 
vertible paper (to be presently considered) . An extreme case 
may even be imagined in which they would entirely displace spe- 
cie. That extreme can never be reached, so long as the banks are 
held to their obligation to pay on demand; some legal tender 
money must always be kept. But where banks are allowed to issue 
without restraint, a near approach to the extreme may be reached. 
So it was in the United States before i860, when a multitude of 
banks were chartered by the several states and issued notes, and 
each was under the temptation to put out its notes as freely as 
possible. The everyday circulating medium consisted of tliese 
notes, only a narrow margin of specie (in those days the only 
legal tender) being held in the bank vaults. In some parts of the 
country, especially in what were then the new regions of the West 
(Illinois and Wisconsin, for example) , redemption of the notes 
in specie was not insisted on by law and business custom, and the 
notes were virtually inconvertible paper. In New England, New 
York, and the eastern seaboard generally, and in Ohio and Indi- 
ana, the notes as a rule were really convertible into specie; yet 
their specie basis was small as compared with all the demand obli- 
gations of the banks. 

Devices of one kind or another were resorted to from time to 
time in order to check the reckless issue of notes. One was the 
Suffolk Bank system of New England, much referred to in the 
earlier literature on the subject and still interesting and instruc- 
tive.^ Another was a statutory requirement (e.g. in Massachu- 
setts) that no bank should pay out over its counter the notes of 
any other bank. That requirement brings it about, for a banking 
system where deposits as well as notes are largely used, that the 

^See Dunbar’s History and Theory of Banking, 3(1 ed., Chapter 5. 
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l,.nks in u/nV/, „oUs nl o.Ikt banks arc deposited send them 

(,lnu ,lu < Inn ing house) ,o the issuing banks; thereby these are 
prevemed iron, kcr/Wug iu < inflation more than are wanted by 
ihcir own /j.utuu/ar giou/> 0 / (iistomeis. Still another was the 
j)t oliitjition of notes of small denominations. In England, for ex- 
ample, no Holes smaller ilian were allowed; an cflec.tive devit.e 
loi keeping so\'e!(*igns and snhsidiary silver in steady circulation 
and use,' 

It may he nol(‘d, hy \vay of digression, that the last-named de- 
vice (he j)i ohihit ion of small denejminations — was the common 
piaeiice (or legislalive ie(|uirement) in Enro|)ean governments 
having public oi cpiasi pid)lic central hanks. In the days when the 
gold standard was in ellec t, I>ank of England notes could nc;t he 
issnc cl unde r live* pounds. I>ank of f ranc e notes under lilty francs, 
(iciman Rciclishank notes under twenty marks. Where this was 
clone, and no other form of papei money was in small denomina- 
tions, a large c ire illation of gold coin and siihsidiary silver was 
assnrecl. 

jS;} r,. In (irc‘at Hritain and the* Ihiited Slates note issues hy pri- 
vate* hanks hoili large and small that is, hv hanks other than the 
hank of f ngland and the two hanks of the Ihiited States — played 
a laige part dining the (irst hall of the nineteenth century. "Ehev 
still play a laige jiart in danacla." Where such notes came to he in 
familiar use, no one could refrain from accejiling them. Tc^ do so 
would me an ineonveniene e* not only tei him who olfercd them but 
also to him vs ho ie*fuse*cl. and cjuile po.ssihlv even Icxss; no other kind 
()l inonev was to he had. .Almost inevitahlv the notes circulated 
Ireelv. Iluiehv siiecessive holders beeanie, one after the other, 
ere'ciitors of the i.ssuing hank. \c[ few were aware that this was 
ihe ii legal jiosition. If they had anv uneasiness about the goodness 
ol the note’s, thev merely pas.sed them as c|uicklv as possible to 
some* one* else*. Elu* ne)te*s went re)und and round. 7 hen, if any- 
thing happened to the hank — if it suspended payments temporarily 


* uli.n is said oi» tfii> siihjfti. intia. in C'!ia|itt.T oh the (iold Slandarel. 

-On the lonunent ol riiiopo ilu- general tiadilions ol nuitrol over iiuiustrv and 
mote i's|Hnalh o\ei iuoiun |mM'nuil anv laiA;ei ilexelopmenl t)l this kinel. Private 
h.inkN of issue theie weic*. hut were siipei'ieded at a toinp.nalively earlv dale h\ 
h.inks ownetl tn lontrolled hv ,i;o\ei niiieiU and alone allowed to issue notes. 
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or failed for good — he who had a note in hand found himself 
involuntarily and unwittingly in the position of i rcditor to a 
dubious or bankrupt debtor. Such was his position as a lawyer 
\vould explain it. The common man merely found that his money 
had gone bad, without warning and without fault or negligence 
on his part. 

Experiences of this kind were common in the period of private 
and bank notes. They were so in England and Scotland, still more 
so in the EJnited States. So great was the distress often entailed, 
so obvious the fact that the distress came thru no fault or negli- 
gence of the note holders, so serious the evils for industry and 
trade, that legislation gradually was enacted to control or abolish 
the issues. I'he English Bank Act of 1844 prohibited any new 
private notes, and provided that as private banks ceased to exist 
— were wound up or merged with other banks — the amounts of 
their notes outstanding (to be exact, two-thirds of that amount) 
should become issuable again by the Bank of England only. In 
the United States the evils had become widespread and finally 
unendurable. The first legislative step for mitigating them directly 
was the requirement by the State of New York, before the Civil 
War, of a special fund for the payment of notes, to be put in the 
hands of State onicials and held by them for the purpose. The 
same method was made part of the national bank system estab- 
lished during the Cavil War. The national banks were re(juired 
to put United States bonds into the hands of the C.omptroller of 
the Cairrency at Washington, to be held by him as security for tlte 
payment of banks that failed! Thereby tlie bank notes were made 
as good as legal tender money, — whatever that might be. At the 
same time a tax was imposed on notes of other banks (i.e. such as 
were organized under State laws) so high as virtually to prohibit 
their issue. Tho the national banks were thousands in number, 
many of them small and by no means immune from bad manage- 
ment and failure, the note holders never could lose. This mone- 
tary evil, almost scandal, was wiped out. 

It is to be borne in mind that the security thus given was to 
note holders only. The creditors of a bank are in the main two: 
:iote holders and depositors. The note holders were given a privi- 
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Icgcd position— a prior lien on good assets of the banks. The 
depositors were left to themselves. This discrimination was not the 
result of any deliberate theory. Doubtless there was a hazy con- 
s( iousness that note holders came to be creditors thru a process of 
whose meaning they were not aware; perhaps some feeling too 
that many of them were comparatively poor, or quite innocent of 
any understanding^ of business matters. There was perhaps a simi- 
lar ha/y feeling that dej>ositors were in a different position; 
that they (onie to be creditors of a particular bank by some 
deliberate ad of their own, and in general are more business- 
like. But in the main the discrimination arose because it was 
not pen eived that the two classes of creditors were in the same 
|)()siti()n; that both had claims on the bank payable on de- 
inatid: and that the monetary system was affet ted by both sets of 
< laims in essentially the same way. The special position of notes 
in banking legislation arose because the working and importance 
of deposits, tho deaily pointed out by various thinkers and 
wiiieis, was outside the ken of even the most intelligent of the 
legislators. Only by slow degrees did the deposit system come to be 
understood. It ^^’as only by slow and faltering steps that notes early 
came to be regulated and safeguarded by legislation and that this 
was ac hieved at a inuc h later stage for deposits. 

In the next following chapters we shall proceed to a considera- 
tion of bank deposits. Before doing so, by \vay of warning and 
partly of antic ipation of what is to come in still later chapters, a 
word may he .said about the most recent changes, especially in 
the Tinted States. Bank notes hav^ come in this the twentieth 
century to haye a new jilacc in the circulating medium. Virtually 
they have ceasc'd to he issued l)y banks which are under obligation 
to pay them on demand in legal tender money; that is, under the 
gold standard, to pay them in gold. They have come to be issued 
by public banks —public even tlio they retain the externals of a 
private corporation: and commonly they are themselves a legal 
tender. But a government is a law to itself; no one can compel it to 
keep promises. The c}u.uititv of notes, moreover, may be gp"eater or 
Ic\ss acc'ording to the nec'ds or wishes of the government at the time. 
'They are no longer a sort of subsidiary money, the amount of 
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which is settled by the public demand for minor currency. The de- 
nominations in which they are printed are indeed determined 
by the public wishes to have pieces of one size or anothi r; but the 
total volume is settled by the government. All this is true in the 
United States at the time of writing (1939) . At the same time it is 
not the whole truth; for the intricacies of our monetary system 
are great and beyond precedent. The system is not only compli- 
cated, but it is still in process of development. On these aspects of 
the situation more will be said later.* 

1 See what is said in detail in the chapters on Central Banks and the Federal Re- 
serve System, on the Theory of Prices, and on the Gold Standard. 
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DKPOStr IfAXKIXG A.\J) DKPOSIT MONEY 

I. /)( |)()sits m;jy he Indeed, the oii^ifh'il form: or they may be created. Con- 
tmmnj4 deposits ;iii(f t/icir (iiudaiion. — <^2. How long a created deposit 
remains e/ledive as money, I lie relation between created and lodged de- 
Is tile creation oi deposits semifraudiilent? — §4. Overdrafts 
in i.ni^Lnid.- r,. (.iearing honses and the interrelations of cash and de- 
|M>.sits. Hank notes and governinent paper of the smaller denomina- 

tions now play in l.nglish-speaking coiintiies a part similar to that of 
snbsidiaiy (oin. 7. Comnnacial Ijanks and permanent investment, 
(anninaiid ()j capital precedes savings. Investment is promoted and 
Inmic-d. with c onsecpiein < s that reach lar. and not seldom are injurious.— 
M. (.h.mges in the chaiactei oi liaiiking and in the characteristics of 
bankei s. 

I. \\ I linn now to clc’posit.s. ot what is soinelinics (and appro- 
pi iatclv) called cluck inoiu-y.” Ihicler the practices tliat pre- 
\aiitci until the* niiclclle ol the iiiiietc'enih century, there was a 
Innclaniental rcseiiihlanc e lielween notes and de|)C)sits. The re.sein- 
lilance, tho long noted hy c aret ul observers, was little nnderstcjod 
l>v many writers on batiking. Notes were early the subject of 
spec ial legislation and regulation: whereas deposits were left to go 
iheu own way. Deposits were taken in hand much later. By a 
<nnous turn in monetary de\eIopment, note* issues of all kinds, 
bank notes iiu liidc cl, wcnc* gradually lakc-n over by governments, 
‘Hid therealtc-r deposits bee ame the subjc‘c i ol legislation and regu- 
lation. 

Most pc'isons think ol a deposit as cash left with a bank. This 
the word signihes: and this the' transac tion originally was. Histen i- 
t ally. deposits beg.ui as s|)ec ie left with trusted i)ersons. This was 
the case uith the bankers of Wnice and Florence in the early 
period ol the Renaissance, the great bank of Amsterdam, and the 
goldsmiths c>f London during the second half of the seventeenth 
centtii v. Where the banker or goldsmith kept intact the specie so 
le t. he evidently made no gain; nav, he would probably demand 
a tee Irom the dei)ositor for the care of the gold or silver. The next 
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stage came when a depositor, having a payment to make, found 
it convenient to give to the payee an order on the ranker, or to 
deliver to him the banker’s receipt. It was an equal’y natural 
process for this tliird person, if he had no immediate need of the 
money, to continue to leave it in the banker’s charge, simply get- 
ting another receipt or liaving his name inscribed instead of his 
debtor s on the banker’s records as a depositor. If many persons 
did this, having faith in the banker’s honesty and solidity, the 
banker might use part of the specie in his own ventures or lend it 
out to others. In the earliest times, the persons to whom such de- 
posits were intrusted were commonly engaged in active business 
and used the funds in their current operations. Later, they de- 
veloped the safer practice of merely lending the funds, on short 
time and on good security. Only as they became systematic lenders 
did they come to be bankers in the modern sense. Specie was then 
kept on hand merely in such quantities as were siq:)posed necessary 
to meet the demands of persons actually calling for it; and the de- 
posits became a source of profit. 

riiis sort of depositing still plays a considerable part in con- 
temporary banking operations. In the United States and England, 
e\'ery person of the property-owning class keeps a bank account 
merely for the convenience of not handling and safeguarding large 
sums of casli. Salaried persons and those of the leisure class who 
have considerable means take to the bank and deposit at once 
wliatever money or rights to money may come into their hands, 
making most payments by checks on the bank and drawing cash 
only for petty expenses. They habitually leave most of their cur- 
rent funds on deposit. The banker knows by experience that only 
a certain fraction (and a surprisingly small fraction) will be called 
for at any one time. A very great part of what is deposited can be 
lent out again by him for profit. 

But the larger part of the deposits in the commercial banks of 
a country like the United States or England do not arise in this 
way. The deposits are in the main created by these l)anks. 

It is easy to see in what manner bank notes are “created.” A 
bank’s main business is to lend, and to lend not its money or its 
capital but its credit. This is what it does when it puts out bank 
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note. IL is usuul to say that a bank “issues” its notes. In fact, it 
iiuiis over to the borrower its own promises to pay, and these 
jjiornises ( ircuhite heaiusc the credit ot the bank is good. The 
ba/ik lends him, in other words, t/s credit, which serves the bor- 
rower or ( usloniei as well as money. 

Jvssentially the same thing is d(inc when a bank lends in the 
lot III of a fleposit. The < <>mmon and typical operation is tliat of 
the (lis( ()unt of a note. I he l)orrower brings to the bank his prom- 
issory note, peihaj)s signed onl) by himself, perhaps fortified by 
the indorsement (i.e. giiarantei*) of others. The Ixink tlien credits 
him with a ‘‘deposit” of the amount of his note, less the agreed 
interest.* lie has the sanu* right to draw on the bank as if he had 
actually deposited money. That right he may exercise either !)y 
demanditig ( ash at its c onntca s. or (mot e probably) thru a check, 
wliic h diiec ts the hank to make payment to others. I'he first step 
in tile oidinaiv (oimiurcial loati is the* creation of such a de- 
positors leiation with the* bank. 

It is ob\ ions that this first step \vill ha\c* no spec iai c onsecjuenc'c 
if the dejiositor exeic ises his right at onc e*. If he draws out imme- 
diatclv the full amount cic'dited to him, the result is the same as 
if he had c at ried off cash without the internu cliate step. And it 
may appeal that this is \vhat he is likely to do; lor he boi lows with 
the purpose of using the inoiu'v in liusiness opcr.it ions. I>ul any 
cle|)ositor who did this, and who had no other relation with the 
bank, uould be an un|)rolital>lc‘ c ustomer, and not one to whom 
the b.ink would h.ihiluallv extend “accommodation.” .Ml banks, 
and espec i.ilK the commc tc iaI banks of dejiosit, deal c hiefly with 
thc‘ir ow n I ill le of c ustonuMs. 1 lu‘se arc* botli borrowers and de- 
|)ositors. both crtclitors and dc'btois. I hes keep their accounts 
with the b.mk, and there is a tacit understanding, not infrecjucntly 
an c xplic it liarg.iin. that the amount of loan accommodation ex- 
tcMidccl to thc'in shall he in proportion to the h.ihmce which is on 
the a\c'iagc‘ to the ir c reclit .is depositors. 

’ I lu* iiifcusi ill i.iNc* li.iiik (liMotiiii is umi.iI 1\ t .iloil.iit'»l on ilu* f.tcr of tlu* 
iioif, not on tin* iinoiiiu Inii oi < i (-(liirii. I hiis it a non hn Shmm) is (liMoniiU-tl for 
lliH'c* monlljs .11 l» |)i'i u ni. iho inlt'U’sl 1 1 1 |><‘i »t ni lot iln- ijn.ou i \t ;n) is c.il 

iiil.in-a t»n tin- Suhio. .nid lIu* dr|>o>ilor is ociliU'd willi S«|S-. Wlun ilic discoimt 
piourds III iliiN i\.i\ llio hoiiowfi in l.iil |M\> •» Nli-.;litl\ hi:;lui rati* of iiitcrisi 
th.iM till' M.iti'd diMoiiiit rate of C» per icnl on llic aiiioiiiii pm to his tredit. 






It is possible, even probable, that very soon alu i a loan 
tlie borrower will draw heavily against it. He is not hkely to dr^ 
out the full amount; for every man, and especially every business 
man, wishes to keep some balance at the banks as a reserve for 
contingencies. Even if he draws out a very large part, his bank bah 
ance does not long remain depleted. Payments to him from his 
customers and debtors flow in from day to day, and are deposited 
in the banks as they come in. Meanwhile, as the days and weeks 
pass, he must prepare for the maturity of the note with which the 
transaction began. Me does so by accumulating deposits, and to- 
ward the end of the period during which the note runs he has 
larger amounts to his credit. When his note becomes due, he pays 
it by drawing against the accumulated deposits; that is, he offsets 
tlie debt which he owes on his note against the debt which the 
bank owes him on deposit account. Therewith the transaction is 
wound up. 

Rut this transaction does not stand alone, and this business man 
does not stand alone. He will resort to the bank again for loans, 
and others will also resort to it; for all men in active business are 
borrowers, in order to carry on their operations continuously and 
on a larger scale than their own means permit. Their transactions 
with the banks are repeated in an endless series. Suj^pose now that 
a number of such persons are dealing with a bank as borrowers 
and depositors. While some are discounting and are drawing 
heavily on the deposits created for them, others are preparing to 
meet their maturing notes and are depositing heavily. Some 
haj)pen to have made large payments in the ordinary course of 
business, and their deposits are scant; others have been receiving 
large payments, and their deposits are heavy. At any given time, 
the bank has a volume of deposits large or small according to the 
business it has built up, and has corresponding resources in the 
way of notes discounted. Probably it has also some deposits of the 
non-business kind, independent of its lending operations; and 
probably it has also made some loans not related to its deposits. 
But it has continuously a volume of resources (debts to it) closely 
related to a corresponding volume of deposits (debts due by it) . 

These continuing deposits are like money. They are essentially 



310 


MONEY AND BANKING 


[Ch. 23 


like hank lu.tcs, and they serve as part of the mecliiim of exd.antre 
jns, as anv othr, . itt .tlalin.i- .t.etliinn does. It may .seem odd to 
.speak of a de/.osit as /str. of the ( ireulatiii:^ medium. Most persons 
would aetede to the statement that a ehetk serves to effect pay- 


ments as tvell as docs a or a pajter note; but they rvoidd 

.say i/iat ih<‘ ( he( k, nf)t the dep<jsit, is the etjuiv'alcnt of money. 

<( iiKHiK iif s I tioM w ill show' that the chec k bears the same 
K laiioii lo the (leposij iis the (oiii used in makint* ])ayments I)e;n's 
to (oin (juried in (he pocket. Not all the coin (takint^; coin as 
ty|ji<id of the ( Jisli that [iJisses Ironi hand to hand by delivery) is 
luivini^ (ommodities all the time*. Part of it is (arried in poc kets 
or kept in tills, by wav ol reserve, to be used Jit ( otiveiiienee. d'he 
portion actually used in pmcluises is determined by wiiat we have 
called the lajiidity ol c it c tilat ion of the money. Deposits similarly 
ate potential mejins ol |)avmenl, diiiwn upon at convenience, 
[list its in reckoning; the total c|u;in(i(y ol s|)C‘c ie in a ('ommunitv 
we ( ouni the w hole su|)|)lv on lumd. not meic'ly tluit w ide h happens 
to be mjikiir^ pure hitsc's at a ,t»i\en moment, so in reckoniniL' this 
loim ol the < it(ulatin<4 medium wc* must count up llu‘ total \'c)l- 
ume ol clejiosits, not that part which happcais to be in immediate 
use in (he* loiiii ol checks. I he check is simpiv the deposit in 
jutual use*. Jind the proportion of c hc*c ks to deposits represents the 
uipiclitv ol c ite Illation ol cle|)osits. 

Rapidity ol c ire illation is hi^h in the case ol commercial l)anks 
and businc'ss men’s deposits, ('.ht'cks Jirc* duiwii a<>jiinst such de- 
posits daily, Jincl Iresh (Ie|)osits are made ckiilv. In the lanj^iuij^e ol 
the' c onimc'i c iai \Nc)rld, these* are “ac tive” accounts: their turnover 
is lapicl. riu* deposits ol pc'isons ol the leisure c lass ;ire muc h less 
a(ti\c‘. Sparc* c.ish or pocket money — whether coin or bank notes 
or j 4 o\ c rnineiii pape r - -probably has in all cases a much less 
lapiditN ol c iic ul.it ion than a commc'ic ial bank’s deposits. 

^ -j. 1 loiv loni; docs any partic ular deposit, once it has been 
cicatc'd, continue* to be an elfc*ctive |ku( ol the circulatini* me- 
dium? At lirst blush one would be disposed to sjiy: only until a 
c hec k is drawn against it. .Not so. For the monetary structure as a 
whole, a clc‘|)osit does not ccjise to exist bc*cjiuse ol the mere fact 
that a check is drawn. It disappears for ^ood only if a check is 
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drawn in settlement of a debt due to the bank which receives tlie 
check. The representative case of this kind is where a customer 
who has borrowed from a bank pays his debt by a check drawn 
in Favor of the bank itself; or, what amounts to the same thing*, 
when the bank debits his account with the sum due. The 
payment to the bank may be made in discharge of any sort of 
obligation. It may be for securities bought from the bank; then 
too the payment is made in discharge of an immediate liability. A 
deposit ceases to exist when a debt to the bank is disposed of by 
its cancellation.^ 

Different is the effect of a check drawn by the depositor in the 
ordinary conduct of his affairs. There are two possibilities. First, 
he may cash a check. The typical case is that of pay-roll money. 
A manufacturer employing many persons draws on his bank every 
week or fortnight or month for cash wherewith to pay his em- 
ployees. Then so much of his own deposit is indeed cancelled. Hut 
its place is taken in the circulating medium by just as much hand- 
to-hand cash. That cash finds its way into the hands of retail deal- 
ers or of wage-receivers, and either remains in circulation or is 
again deposited in a bank. It then replaces the previous deposit; 
originally a created deposit, it now appears as a lodged deposit, 
t ransmutations of this kind are going on all the time, and tend to 
offset each other. They bring no net increase or decrease of tlie 
total money supply. And not only do they leave the volume of the 
money supply unchanged, but ordinarily they do not alter its 
make-up. Individual changes tend to offset each other and the pro- 
portion of cash to deposits remains the same. The case obviously is 
the same if a depositor does not himself cash the check, but an- 
other jjerson in whose favor it is drawn does so. Here too it is 
merely a question of the form of the effective money supply. 

Second, and more important, is the case where a check is drawn 
in favor of a person who does not cash it but proceeds to send it 

' Tlic same outcome of course ensues if the <leposiior lias two hanks. If a man 
has a ilcposit in hank A and also in hank B, and j>ays a loan due in hank A hy a 
tlietk on hank B, his deposit in hank B is Icsscnctl l>y so much, hut no correspond- 
ing deposit arises in hank A. Similarly if he purchases securities from hank A and 
pays for them by a check on hank B. Aj^ain, if a hank loan is found tcj he had otice 
for all — if a borrower becomes bankrupt — his deposit in the hank, whatever it may 
he, is simply cancelled, the debt being treated as ejisposed of. 
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to his own hank “for (Ic|K)sit*’ (whi( li in the eye of the law means 
lor (ollec lion) . I'hen the snin appears as a deposit in that bank 
to the payee’s ( redit — an available means of payment for Iiim, and 
llur ( heck goes through the ( learing house bac k to the drawer’s 
bank. The payee’s deposit account becomes larger; that of the 
diawer bc-comes smaller by the same amount. I he total of deposits 
has bec*n ne ither inc teased nor dec teased, lint that total of deposits 
had been in the liist instance made laiger by the creation of the 
dtawer’s deposit. So far as tlie immediate parties are conc:erned, 
the second deposit is not indeed a created deposit; it is a lodged 
deposit. None* the* less it is tlie result of the earlier creatioti; the 
dej)osil peisists as an c‘lement in the conntry’s medium of ex- 
change. 

I his kind of outcome* is i eprc‘sentat ive of the way in which the 
creation of deposits le<ids to a net enlargement of the volume of 
money. It desc'ives to be considered somewhat more in detail. Of 
course till* 1)01 rower whose account has been credited with a cre- 
ated dei)osit wishes to use the monc‘y. He is likely to draw checks 
soon, which (hen IcmcI to lodged dc*posits by the payees. He 
is not indeed likely to denude his deposit completely, except 
|)erhaps lor a scry shot t time. .Vs lias just been said, there is 
.ilwa\s .m understanding with his bank, more or lc‘ss exjdicit, 
(hat he is to kee p a ‘lair ’ b.ilance*: eommonly in the I’nitc'd States 
a b.il.nue* on the* average of .something like 20 |x*r tent of the 
oiiginal loan. He* ma\ reclue e it to that minimum immediately 
alter the* loan is made, mav even get below it for a while. Hut as 
time* goe*s on. his busine*ss operations lead to receijits as well as 
pavnu*nts. He* tnakes deposits in the b.mk as re(eii)ts reach him, 
these being obviously lodged (not cre.ited) deposits. .\s the ma- 
turity ol his loati appioae hes. he will lodge more and more, his 
deposit aeconnt groAvs, until linally he pavs his loan, — and then 
the* de})osit is e atic elleel. rrue. it may be c.mc elled only in name. 
II he* is a good e ustonu r. c an show to the* bank that his busine.ss is 
doing we*Il. and can pie*.sent a satisfaetorv balance sheet and in- 
come account the loan is rc*aclilv renewed. Fven if his affairs are 
not in e'xemplary shape, (he bank mav still think it wiser to renew 
-to “nurse” him -rather than to insist on repayment and thereby 
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perhaps brinpj on tlic customer’s collapse and a loss for itself. 

Business men in good repute get accommodation vear after year, 
deposits being steadily created (and rene^ved) over and over for 
them. Some are dropped — the less successful — and their deposits 
disappear. New customers come in. All have lodged deposits as 
well as created deposits. It is not easy to make out with any pre- 
cision what proportion of an existing total began as the one kind, 
how much as the other. A very large part — probably the greater 
part — originated by creation, not by lodgment. The two combined 
constitute a huge mass of purchasing power, “check money,” which 
is steadily available, is steadily being used, flows through the banks 
and the clearing houses. It is easily subject to increase and decrease, 
yet remains for periods of considerable length much the same. It 
enlarges when business grows more active. In times of acute crisis 
or prolonged depression it may show marked and rapid decline; 
and then the decline means that debts have been paid, or marked 
off once for all as uncollectible, — that deposits have been cancelled. 

The term “lodged” deposits may be used, in a narrower sense, to 
indicate those which are the result of a lodgment of actual cash. 
Idle largest quantitative lodgment of this kind comes from the 
retail dealers who day by day send their receipts to the bank for 
safety as well as for convenience in eventually drawing checks 
against them. Another lodgment is that of deliberate savings which 
are j)ut away in cash form, more especially by persons of small 
incomes. Commercial banks are almost always glad to receive such 
savings deposits. In England they receive them as “time deposits,” 
and in the United States as “savings deposits.” In the United States 
they more often go not to the commercial banks but to savings 
banks which do nothing except to act as agents for their safe- 
keeping and investment. It is better that lodged deposits of this 
last kind should be in such special institutions and separately safe- 
guarded by law. 

§ 3. It is sometimes said that this process of continued creation 
and re-creation, of lodgment and circulation, means that the same 
money is lent by the banks over and over again, — eight or ten 
times. The phrase is not accurately descriptive of what goes on, 
and it seems to me ill judged because it implies that there is 
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I hr hanker ulio hears if is puzzled and reseiit- 
iiil. VVhaf he sees is that people are “hringiu^ their money to him 
all the lime*. Kveii when he starts witfi a loan, his conception of the 
(jpei atioii pKjhahly is that he has first lent “me^ncy to a borrowei , 
and that this person then has left more or less of it with him on de- 
posit. He sees no meaning in his everyday operations other than 
that people leave their funds in his care, and keep on doing so 
day in and day out; and he may allege with some pride that this 
is done simply bet ause they trust him. 

What is of (ourse true and is in the minds of those using the 
phrase whi< h offends the bankers, is that the (luantity of deposits 
ereatefl and set going by a bank has a limit in the monetary re- 
souKcs which it hcjlds, — the legal tender money in its till and 
the reserves ecpiivalent to cash held elsewhere, say in a Clentral 
Ikink. (iorruriotrly errougli the till nrorrey arrd the reserves of a 
bank arrrount between them to somethirrg like 10 to 12 per cent 
of its derrtaird deposits. I fence it c an be said that loans and deposits 
ai(‘ hirilt up on this ioundation in the ratio of 10 to 1. But it is 
neither ac c urate rror right ly significant to say that this same reserve 
trrorrc‘y is used over aird over again. l ire procc'ss is not so simple, 
arrd its ecorromic rnearrirrg is rather oixscured than clar ified by the 
phrase. W'hat ha|)|)ens is that not the reserve but the deposits go 
arourrd over and o\er agairr, as all money doc's. The whole elabo- 
rate systerrr gitwv to unexpected and vast dinrerrsions because cjf its 
( onverrierre (• for depositor s and its profit lor bankers. It did not 
4 ir isc* bv e\il irrtetrt or evil doings, rror on the other hand did it 
br irrg unmixed good. 'Mie underlying ejuestion here, as in most 
(juc'stions of s()( iai arrd c-corromic developrrrent, is whether the pur- 
suit of g.iin wit birr the bounds set by existing law and morals 
wor ks oir the whole lor the general good. Orr this aspect of the 
rrratter, the irrrportarrt one. more will be said j)resently. 

JnS j. 1 * sscrrtially similar to the creation of deposits, yet in out- 
ward as|K'( t ditfereru, is the arrangement common in England for 
‘’overdrafts.’’ Irr the Ihrited States an overdraft means that a person 
who has a deposit accourrt draws checks to a greater amount than 
starrds to his cr edit. Arry c heck so drawn rrrav trot be honored; if 
preserrted bv a stranger , it is likely to be returrred with the nota- 
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lion no funds. II both drawer and payee are well known at the 
bank, and the overdralt is modest in amount, the drawer is notilied 
at once ol what is supj)osed to be an inadvertence and recpiested 
to make good. A stigma of ineptitude or even of dishonest intent 
attaches to an overdraft by an American; and no bank \vishes to 
let it appear in its statements that overdrafts have been allowed to 
any appreciable extent. But an English bank deliberately arranges 
with a customer that he may overdraw up to a given amount, say 
£1000; that is, he can draw checks up to that amount and they will 
be honored even tho he has no formal deposit. He can dcjx)sit 
at any time thereafter and what he deposits serves to lessen his 
overdraft. He is charged interest for the net amount of overdraft, 
for the week or the month. 

As soon as a transaction of this kind is initiated, the customer 
has at his command purchasing power up to the full stipulated 
amount, and is in precisely the same position as the American for 
whcmi a deposit is created. The difference is that the Englishman 
is not charged with interest until he begins to use the credit |)ut 
at his dispcjsal. Another difference is that while a clepc^sit is entered 
at once on the bank’s books and is accounted for in its published 
statements, an overdraft rests on a more or less informal arrange- 
ment between the customer and the bank manager. Only when 
the customer draws a check does an overdraft enter the bank’s ac- 
counts. riie item “overdraft” is a familiar one in British bank 
statements and causes no lifting of eyebrows as regards either 
party in the transaction. 

So far as concerns the stock of “money” in the community, the 
two arrangements come to the same thing. In either case that stock 
is increased; in either the bank’s customer has check money which 
he can use as readily as cash in his pocket. But the fact that the 
item of overdraft enters into the bank’s obligations to an unpub- 
lished extent makes it impossible for an economic statistician or a 
public official in England to know just what is the amount of the 
circulating medium which exists in this form. 

§ 5. All use of cash in bank payments would cease if there were 
but a single bank, if all deposits were kept at it alone, and if all 
payments were made by checks on it. The payee of a check ordi- 
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iiJirily “deposits” it. Should cadi aiul every payee keep his account 
in the- su|)posed single hank, it would deduct so much Iroin the 
amount ( i edited to him who drew the check and add so muc h to 
the amount ( i edited to the payee. No cash wcjulcl pass, and the 
payments would he ellected simply hy substituting one perscjii 
hit another as the hank’s ( reditor (i.e. depositor) . 

Suj>|jose now that there are two hanks, having different sets ol 
customers. Some ( ustomers and depositors of hank A will draw 
( hc( ks payable t(j those of hank H; and on the other hand custom- 
eis and depositois of hank H will draw c hecks payable to those ol 
hank A. Kadi hank will receive daily (hecks drawn on the other 
hank, deposited with it for < ollection. Khe hanks can readily offset 
< laims, and an ange to pay only sue h differences as may be due t(j 
one or the other. It is (OIk eivahle that they may even arrange not 
to |)ay the dilfereiKcs at all, hut t(j kc‘ep a running accc^unt, the 
halaiue being one day in favor of hank A, the next in favor cjf 
hank Ih with a tendeia y to (‘(juali/ation in the end. At all events, 
the amount of spec ie (or like (ash) that will have to pass between 
them from time to time Avill he small as compared with the trans- 
a( lions coiK luded hy mete offsetting. 

Next, instead of t\vo hanks, imagine a do/eii, twenty, any num- 
ber; the same pi (u ess c an he c arried on. Daily each hank receives 
<he< ks drawn against the other hanks. Daily eac h has to meet the 
( hei ks drawn by its own c ustomers and deposited hy the several 
ptiyees with the other hanks. Kho a few due ks may he disposed of 
within each hank (wlu'ii the payc'c* happens to keep his account 
in the s.ime hank as the drawer) , most of them are not settled 
c|uite .so easily. Vet tliev are disposed of in prat tii ally the same way. 

Khev go thru the ( learing house, wheie the process of offsetting 
checks .igainst eac h other is ( an ied to its farthest limits. 

A clearing house is a general organi/ation of the banks of a 
given place, having for its main purpose the offsetting of cross 
obligations in tlie form of clun ks. Kvery hank sends to the clearing 
house all checks it has received against other banks, and each has 
to meet the checks drawn against it. The totals, of course, exactly 
offset eac h other. .\ny one bank may have a debit or a credit bal- 
ance, and is in strictness bound to pay in cash the balance due or 
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entitled to receive it in cash. In practice, the balances are often set- 
tled in other ways. Sometimes they are paid by checks on another 
large bank. In I.ondon, clearing-house balances are settled by 
checks on the Bank of England, with which each of ilie associated 
banks keeps a deposit account; and then all the payments are fi- 
nally effected by mere offsetting, without the use of any cash at all. 
In those American cities in which there are Federal Reserve banks, 
( hecks on the Reserve banks are used; and as between these several 
institutions an offsetting method is again a|)plied. In the interior 
parts of the United States, clearing-house balances are often settled 
in New York exchange; that is, by checks (commonly called 
“drafts” when drawn by one bank on another) on large banks in 
New York with one or another of which each interior bank keeps 
an account. The final settlement of the transactions then takes 
place through the New York clearing house, with a minimum use 
of cash. Sometimes clearing-house balances are simply left to go 
from day to day as debts due by one bank to another, subject to 
payment of interest by the debtor bank. A bank which is debtor at 
the ( learing house one day may expect to be creditor another day, 
and unless it happens to have an unusual supply of cash in its own 
(offers may let any daily balance against it stand as a debt due the 
creditor banks. This practice of course depends on the willingness 
(jf the creditor banks to let the debt stand, and also upon the rules 
agreed on by the banks in general for clearing-house operations, 
riie healthier practice is to maintain payments c^f balances once 
for all. But the same reasons w^hich induce all deposit banks to 
reduc e their cash to the minimum lead them to mitigate by post- 
pc^nement the strict obligation to settle clearing-house balances in 
cash. 

Most of the checks are disposed of at once by being balanced 
against each other. The larger the banks, and the greater their 
number, the more likely it is that any one will have at the clearing 
house about as much to its credit as to its debit. In a comparatively 
small city it is more likely that the offsetting will not be complete, 
and that any one bank will have a considerable balance in pro- 
portion to the total transactions to receive or pay. In a large city 
the offsetting process is achieved witli extra(;rdinary completeness. 
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111 N(*\v V'ork ;iikI I/Jiuion <)r, per ( cnt or more of the ( Icaring- 
hoiise ex( lianj*es are s(‘ltlefl by offset, the lialaiues payable and 
receivable by individual banks amoimtin<» to less than 5 per cent 
of the total. Practically the* s.iine proportion is loiind in cities like 
Philadc l])hia, Boston, Ghicaj^c>, Liverpool, and Manchester. 

Glc*arin^ houses dc*velop with the <»rowth of deposit banking'. 
i)c‘po,sit bankini(. attain, has thrown most in Kni»lish-speakine;’ 
( ouni 1 ic s, and most ol all in the* Lnitcal Statc-s. The London c:lear- 
in!^ house was c'slablishccl in 177",: this early date is conclusive 
|)iool that deposit bankini; was then carried on in lar^c* volume* 
by a ( onsidc table number of banks. Lhc* N(‘w ^'ork c lc*arin^ house 
was cvstablished in a date* somc‘whal late* in \ iew ol the early 

and rapid dc*\ c loj)ment ol deposit bankiiiL' in Nc*w \'ork. K\’ery 
c onsidc-rablc* c itv in the* Lnitc-d State s now has its c Ic'arin^' house, 
and they c*\ist in not a lc*w cities that arc* inconsiderable. In 1908 
thetc* we re i i f, c itic*s ha\ i nu; c lc*ai ini' house s. 

I he Imal outcome*, in the* countries where* deposit banking' is 
fully cle \ c*lope*d, is that prae tic ally the* whole* of the immense 
xolumc* ol 1 1 ansae t ions is sc*ttle*cl bv me re* oilse*ttinL;. “Gash” is 
nc*e‘cle*cl bs banks in thc*ir ordinary doings onl\ lor the* purpose* of 
|)io\idin^ the’ir custome*!s with poc ket money. The* chief call is 
lor pay rolls, and cash which i;oes out of the* hanks in larj_»e liim])s 
lor this |)mposc* reluins to the*m thru the* letail ckale'is, in the 
same* amounts as it i;oe*s out and almost as soon. I'ive |)c*r cent of 
deposits is c|uite as mue h as a bank ne eds to ke e p on hand in the 
lot m ol till mone*\. \\’hc*n the* use* ol banks as re positories of all 
span* funds, and so the use* ol dc*posiis as emreney, has become 
highly dc'yc’loped, the* rest ol the c irc ulat iie^ meelium becomes in- 
\ol\c‘d in the all pe*r\aeiini; operations of the* l)anks. 

sj ti. The pat t w hic h paper money, w hether bank or govern- 
ment. then pi. INS in the dej^osit usini; eountiies becomes sub- 
stantially the same* as that which subsidi.ny coin has lonj.; had. 
Sid)sidiary coin alw.iNs is a minor j^ait ol the e it e iilat inj^ medium, 
and is ncatecl as a thini; by ilsell. It ne\et pieiends to be full 
we‘ii;ht; it is nc‘\e'i coined freely; it is manufae tmed aticl put into 
c ire Illation in amounts determiiu'd bv the c alls whic h come to the 
mints. Any one can get such amounts as he wants in exchange for 
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otlici money, riie total of suhsicliary money in rircnlation auto- 
matically regulates itsell in response to the community’s occasions 
lor small and moderate payments. And that total — here is the im- 
portant point — is determined by the general price and has vir- 
tually no effect on the price level. I say, virtually; meaning thereby 
that this constituent of the money supply is so small a proportion 
of the aggregate that its effect on prices is almost negligible. Ehe 
great item is dej 30 sits; next come the legal tender notes of govern- 
ments and their banks (gold coin has become as negligible as 
subsidiary coin) ; last, subsidiary coin. 

Notes have gradually c ome to be, not indecxl negligible as com- 
pared to deposits, but a factor of much less weight. It is the deposits 
w hich are dominant in the relation between the total money sup- 
ply offered for gocjds and the aggregate of goods whic:h come on the 
market to be sold for money. The other money items trail behind, 
riiey are like the cavalry in mcxlern warfare; still much to the 
front, esteemed, much talked about, and of aid to the main body 
of troops; but their numbers are restricted and they serve chiefly 
as a supplement tcj the main body, and c:ount little in the decisive 
juxtaposition. Ordinary hand-tohand money c:onfori!is in its vol- 
ume to that c^f the main body, the depexsits, and the volume of 
these is the dominant facmr in the determination of the price level. 

Monetary theory and monetary j)olicy have been but slowly 
and haltingly readjusted to this remarkable development. Mone- 
tary theory has had lo face a ccnnplication that c:ould be neglec:ted 
in former days. Under the simpler conditions of the past, the sup- 
ply of money cxndd be treated as an independent variable. It could 
be so treated when specie was the decisive constituent; the vc^lume 
of specie being dependent on the product of the mines. Paj)er 
money also could be so treated when the stage of firm public con- 
trol was reached; the policy of government determined how much 
there should be. Deposits, however, as they came to be created, 
presented a new kind of j)roblem. They arise in direct connection 
w ith the volume of goods which come on the market. For the other 
kinds of money it can be said — at least for short periods, even pe- 
riods of moderate length — that their quantity is fixed by causes in 
which the quantity of commodities plays no part. But for deposits 
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it \v(Mil(l smii tli.it the vt*i y appcjiraiu e ol ^oods leads to tlie crea- 
tion ol deposits as the floods ate dealt in; there may be a prompt, 
even immediate in< lease ol the money sup|dy jmri passu with the 
increase ol the ^oads sttpply. What limits are there to this creation 
ol deposits? Is it to he ( onlifillefl? A new (|uestion of pid^lic policy 
thus aiis</s. I o all thc*se matters attention will be given in the 
( hajiteis to h)llow. 

jsj 7. I he ( ommand ol ready money and so ol capital whi( h de- 
posit banking brings about has < ome to be ol growing importance 
in modern times. It has aroused moie and more ol critical ('on- 
sideiation and has led to proposals lor ladieal control by legisla- 
tion. 

1 he pioblem is not so new as is often supposed. Before the 
middle ol the nineteenth (entury it was already apparent in the 
Ihiited Stales that oidinaiy (ommeKial banking, which quickly 
(aine to be* pre*dominant ly deposit banking, was not in fac t con- 
lined to <ommei<ial ope*rations or “lieiuid assets,” — that is to the 
shoi t time* lioi rowings of traders and manulae turers. The discount 
ol ihe ii pape r was {and eommonly still is) ex|)e*( le*d to be a mar- 
shalling |)ioee*ss; a sle*ady su( < ession of short time loans, regidar re- 
pavme*nts and the n new aeUiUie es. Sue h the opeiations of the banks 
laige*l\ t\e*re*and large’lv are. It is true that in prac tice the constant 
1 e*|)ayme*nts we re from the start no more than nominal. Not c:)nly 
weie* loans olien renewed as they beeame due but it was coni- 
monlv a part of the understanding be*twe*en banks and bcjrrowers 
ih.it they would be. But side by side with these were stymie loans 
whieh from the* start hael no licpiielity, being based not on sales of 
gooeks mai ke ted 01 soon to be* marketed but on long-time ventures 
.inel commitments. I .c’gislation in the rnited States repeatedly 
u ic*d to pie ve nt this widening and deepening; it was desired to 
ki*c*|) b.mks within the narrow c hannel thought sound and pioper. 

I lu* attc iiqit was unsuccessful even in the* clays when banking was 
on a modc iatc* sc ale*. It came to be even le ss so as time ^vent on and 
hanking came to be on a larger scale and more complex, d'he 
ic*ndenc V in the nineteenth centurv and still more in the twentieth 
was toward gieat banks which coudiined with “purely” banking 
business that of the linaiu ing and promoting of permanent capital 
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investments. The tendency toward greater size combined with 
greater complexity appeared conspicuously in the great German 
banks of the nineteenth and twentieth centuries. In the United 
States the part played by long-period commitments of the deposit 
banks emerged at the very beginning, induced as it was by the 
eager demand for capital in the development of a new country’s 
resources. This trend toward the ready use of the deposit ma- 
chinery for investment operations became marked in the early 
decades of the twentieth century. 

To make clear wliat this means, what complications and diffi- 
culties arise, something must again be said on a more general 
matter: the chain of steps in the process of investment and of capi- 
tal construction.^ The individual whom we think of nowadays as 
an investor commonly has little to do with the making or the 
management of physical capital. Fie is merely the purchaser of 
something which represents a capital equipment already con- 
structed by some one else. Even in the early stages of the modern 
period he was likely to do something analogous when he lent on 
a mortgage of real property, — a pledge of urban sites on whicli 
houses or workshops already stood, or of agricultural land which 
had been cleared and smoothed. Nowadays he does it more 
simply and easily for himself, but less simply as regards the connec- 
tion with “real” capital. Me buys stocks or bonds, securities repre- 
senting fractional ownership in some physical outfit wliich exists 
already, usually as a going concern. The real capital had already 
been made at the instance and under the leadership of promoters, 
initiators, semi-speculative adventurers. These are tlie active agents 
in the growth and diversification of that large and increasing part 
of the community’s equipment which is managed by others than 
its owners. Usually the promoters are closely allied with invest- 
ment houses and with the large private banks which act mainly 
as middlemen for investment. Each composite group of this kind 
is again allied more or less closely with a deposit bank, perhaps 
with more than one. l.oans are made and deposits created whi( li 
at the very start put into the hands of the promotei s a large part of 

* Compare with what was said in Chapter 5, and what is said later in Chapter 38, 
Vol. II. 
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tlif /ir)an<ial icsotiKr.s nc-cdcd for (ariyins> oil the substantive 
operations. 

Savin^^s arc thus atiticiljated. I hey are hr oiii’ht to bear, so to 
sjreak, before they ha\e rriatiiied. To use a phrase made familiar by 
Mr. Keynes, invesirnent oumrrrs sa\in^s.’ It cannot do so in- 
delirril(‘ly. i inr promoters, irrvesrrnent houses, deposit bankers 
lo(;k forward to an e\'entual settled sta^e when securities carr be 
offered to the idtirnate savers, the permanent investors. If things 
go well, the sec inilies are grarlually absorbed. .\ot all of them 
rreressarily get irrto other* hands; lor tlie iiromolers or their heirs 
may letairr some jiortiorr. Ibii in garieral tliey avc widely dis- 
tributed. J he promoters arrd tlii- banks wind thirrgs up, and ex- 
pect to do so with a profit. II things go wrong, a loss must be 
written oil by the pronrotiirg group arrd by those rrrore adventur- 
ous investors who have put their saviirgs into the* sec ririties at an 
early stage*. I he* deposit banks theanselv es may have to face a loss. 

( )lte ir a ( oirsider able* t ime e*lapse*s be for e* it is e le ar whe ther there is 
sue e e*ss or l.iilur e*. ()lte*ir enough, loo, e‘ven wlrerr failure is indi- 
cated to be* inc’vitable, the* dark prospec t is eoiree*aled or ignore'd 
and air endeavor pe rsists to “ge t out” bv still marke ting the see iiri- 
ties. ,\ good frae tion of them is hke*lv in sue h ease’s to re’inain still 
in the* hands ol the* promote rs arrd the ir barikirrg .rssoe ialc’s, arrd 
this nr time* ol e i isis m.iv be*eome* the oci asron loi' ihedr hnaneial 
undoing. 

Such is the* ptoeeelure* bv which in modern limes investment is 
ke* V eel u | > a trel h 11 r 1 ie*d up. .\ c >t on 1 \ s j )e*ed bin pr c rg 1 ess a nd di versi t V’ 
.lie* stimulated. Doubtless it is some* dim awareness ol the nature of 
the* ope*rations that has e ause*el the term “jrromoiion ’ to be applied 
to theirr. Industrv is luiireel to new verrtures ahead of time: it is 
jaorrroie el. sirrrilar plav ol language appe ar s also in the use of the 
term “seeiir ities” to de'signate the* svmbols ol inve*stnrent which 
ar e* passed orr to save rs wlre rr a venture* is sujrpo.st tl to have re*ached 
a se ltleel arrd sec ure* stage*. .\s a matte r ol lac l the* })roee*elure in- 
e*v ilablv entails 1 isks. gie*ale*r or less ae e ordiiig lo the* stage* of entrv; 

’ I cisr \fi. KcmicsN |)lii.isf. Iiiii wicli .1 tlillfH iii nu .111:114 «*l ‘iintNlinc ni." Hr 
imaics In ii ilu- Hit u- pnuli.jM- i>i sruiiiucN; w lit UMs ni ihr nicans 

tlu* ui.ckin^ nl pliSKu.il i.cpii.il. 
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and tlie securitiCvS may or may not be secure. The iiucertaiiuies 
and risks are even greater than those which in any case arise Irom 
the mere lengthening of the period of production. In promotion, 
the characteristic element is novelty: inventions, t(\ hiiological 
improvements, new kinds of management and organi/ation, not 
least the development of newly discovered natural resources. And 
it is a characteristic accompaniment that success and failure alike 
are closely connected with the fluctuation and cycles of industry 
and the recurring booms and depressions. The business cycle is an 
accompaniment of the rapid advance in material progress which 
marks the modern world. 

§ 8. The clianges in the range of deposit banking operations 
which began in the nineteenth century and in the United States 
became more pronounced in the course of the twentieth were ac- 
companied by a change in the kind of men at the head of the 
larger banks. 

The management of a purely commercial bank is not on the 
whole very diincult. It calls for prudence, probity, adherence to 
routine and system. The banker of the older type must be a good 
judge of enterprises and a good judge of men. He must be well 
informed about what is going on in the community about him. 
He should be the confidant and friend of his customers. He must 
have caution, and refrain from long-time commitments. Given 
these traditions, men of good intelligence and character may ccjn- 
duct banks of deposit with success for generations and build up 
for the bank a reputation and prestige — a sort of trade-mark 
value — which will lead to growth in size and in profits. 

The more complex operations of a financing and promoting 
bank call for rarer qualities; imt only for judgment and discrimi- 
nation, but for high birsiness shrewdness and for venturesomeness. 
Risks are taken, heavy commitments made to new enterprises, 
plans laid for a comparatively distant future; not least, the right 
men selected for the conduct of new enterprises. This was the 
nature of the operations of the great private banks of older days; 
such houses still play a large part in the origination and pro- 
motion of investment. The large part which banks of deposit have 
come to take in these operations has led to a change in the men at 
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»litir luMfl. riioy direc t and .sjK'ed up business (]uite as much as 
merely aid it in running smoothly alon)^ the accustomed channels. 
I'he l isks are (treater; and sinc e a larger constituency than before 
is connect(.‘d with each bank — a multitude of non-borrowing 
< iislomets as well as a great range of ac tive new concerns and enter- 
piises — the penalties for error and failure are spread over a 
wider c ire le. 
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DEPOSITS FURTHER CONSIDERED. 
RESERVES, RUNS, REGULATION 

§ 1. Cash in the vaults of a bank tends to be reduced to the minimum. But it:» 
resources must be largely ''liquid"; commercial paper, salable securities, 
demand loans. — § 2. Relation between the rates of discount on bank 
loans and the reserves held by the banks. Demand loans and speculative 
transactions. — 3. Runs and panics. — §4. Far-reaching effects of panics. — 
§5. Repeated breakdowns in the American banking system. Peculiarities 
of monetary and banking conditions. — § 6. Furtlicr remarks on the pe- 
culiarities of deposit money. — §7. Regulation for security of deposits in 
the United States. 'Fhc great step, insurance, taken in 1935. 

§ 1 . Against their demand liabilities in the form of deposits, 
banks must have cash or assets readily convertiI)lc into cash. Bank 
notes, while they have remained demand liabilities in form and in 
law, have been so completely regulated or taken over by govern- 
ments that they no longer give concern to the issuing banks. But 
deposits are always regarded by the creditors — the depositors — as 
being in fact payable on demand in cash, i.e. in legal tender 
money, without notice or warning. It is for these that the bank 
must have a supply of cash on hand or obtainable at once. 

Cash in a bank’s vaults is “idle” money; it is earning nothing. 
The bank is under constant temptation to reduce to the lowest 
terms its holdings of specie or other legal tender money. Some cash 
it must hold, in order to meet demands at the counter and 
balances at the clearing house (unless, indeed, the latter can be 
met in other ways) . Additional cash it may hold against the con- 
tingency of a “run” — sudden demands by depositors resulting 
from a distrust in the bank. But as a rule this possibility is little 
regarded unless under compulsion by the law. Why not invest 
“idle” cash, put it out in loans or purchases of securities, and get 
an income? Hence the actual holding of legal tender money tends 
to be reduced to the minimum which experience shows to be 
needed in the ordinary course of business. That minimum is sur- 
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pi isni^ly sk-ndci . Five* jx r cent of the cleni.'incl obligations seems 
to be ample*. Fhe F.nglish banks <jI deposit, whie li issue no ne:)tes, 
and do not trejubh* themselves (fe)r re*asons to be explained in the 
»ie\t ( haptei j about any reserve against runs, rarely keep more 
than this piopoition against their deposits, and often do not keep 
so miK h. American banks also, unless (ompelled by law to keep 
moK* (as they (omrnonly are) , find that for their day-to-day opera- 
tions they get along ( ()mfortal)ly with fixe per cent. 

None* the* less, tiu* otliei resouiees ol a bank must be of a se^rt 
to e nable* it to fae e the* fae t of great demand obligations. It must 
lia\e* (jui< k asse*ts. Its loans are* on shoit time, and in a well- 
man. igeel bank aie marshalle*d in suc h a way th.it some cd them are 
matui ing we e k by wee k and day by d.iy. Re“( urrently, and at short 
inl(*i\als. the* b.ink becomes entitled to ie*p.iyme‘nt of loans, and 
thus e*\pe( (s to be* in a position epiie kly to inc rease its e:ash or 
diminish its de*mand liabilities (i.e. its deposits) . 

'Flu* ivpic al form of the* shoi t-time* lo.an, as h.is already been said, 
is diseountc'd eomme'ie i.il p.'ipe*r. All m.inulae t urers and all whole- 
sale* de‘,de*i s. and most re'tail de*.'ders. give e redit to pure hasers and 
in tiiin bonow from the banks. Loans to them, on short time and 
in (onne e lion xvith ihe*ii < in re-nt dealings, are* to a high degree se- 
e lire*: for to m<*el (hem is (he first condition of a man’s standing in 
(he* mereantile eommunity and .so of the \er\ |)ossibility of main- 
taining himsell in business. B\ the olde*r tr.idition. (he* banker xs:vs 
(he e onlide’ntial frie*ud and adviser of the* business me*n xvho were 
his ( ustome rs; xve ll informe*d upon their affairs, and disposed to 
,iid ihi'in will) e re*dit ae eording to tlieir pe*e imiary deserts. This 
sort of rel.uion, with diseount of eoinme re ial paper based on it, 
still plavs a large part in ordinarv banking operations. 

Side* bv side* with these intimate rekitions the re have always been 
ii.ins.ie (ions of a more cold blooded sort, and of kite these have 
giown in xoliime* and im|)ortanee. Loans are made on collateral; 
th.it is. on the* ple-dge* ol propertv that can be sold by the bank if 
the* loan is not premiptlv paid. Se*e in itievs — stoc ks and bonds of all 
sorts .ire the most welcome fenni of collateral, because the stock 
exchanges give* the most perfect facilities lor disposing of them. 
Fverv bank has a certain proj)ortion oi loans, commonly secured 
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by stock excliangc collateral and payable 011 deniand, whicli it is 
expected at oiit e to convert into cash if there shonhl be any sudden 
large presentation of demands against the bank by de|K)sitors. 

Other assets of a quickly realizable sort are also found in a 
bank's resources. Familiar and easily salable securities are often 
held, such as can be turned into cash at a moment s notice in case 
of need. Every English bank parades on the published balaiue 
sheets its consols, and treats these as if they were the same thing as 
cash. The United States bonds and the state and municipal bonds 
which our banks enumerate in their published statements are of 
the same sort. When a bank, after it holds such securities to the 
amount consistent with general safety and repute, still finds that 
it has more cash than is needed for its current operations, it will “go 
into the market” and buy with the surplus anything that seems 
safe and profitable. It may buy ordinary “good” securities, even 
tho in its usual course of business it does not buy and sell stocks 
and bonds. It may buy “outside paper”; that is, the j^romissory 
notes of business firms which are not its own customers and de- 
positors. riiis is done thru note brokers, a set of middlemen who 
have become of growing importance in American banking. The 
note brokers peddle the commercial paper of well-known firms 
among banks whose resources are temporarily, sometimes per- 
manently, greater than they can utilize among their own clientele. 
The practice of buying such notes of course increases the range of 
the banker’s cold-blooded operations. It is said to distribute the 
banker’s risks better; he is not so much bound up with the for- 
tunes of the particular clicjuc or trade that makes up his regular 
customers. On the other hand, it makes him deal with persons 
whose affairs he knows with little certainty; and it brings possi- 
bilities of overexpansion by the borrowers and of unexpected loss 
to the bankers.^ 

§ 2. It is the business of banks to lend. They lend more freely 
in proportion ^s their cash holdings or reserves are large. Hence 

' Purchases and sales by ordinary commercial hanks of commercial paper and of 
scciirilies on the “open market” are not to he confused with “open-market opera- 
tions” of the Federal Reserve hanks. 'I'he latter represent an instrument of mone- 
tary control and are of peculiar sif^nificaiicc because conducted by the central 
banking system. See Chapter 27, § 6. 
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tIu H* is a ( Jose ( (jnnc( tion between tJie rate at wliich banlc loans 
are made, that is, the rate of discount, «ind the quantity of money 
lield by tlie banks. 

A comnujii motion is that the rate of interest depends on the 
total (|uantity (if nuiiiey in (irculation, falling when that is plenti- 
ful, rising when it is scarce, ddie iKition, thus linxidly stated, is un- 
founded. The abundance of money affe( ts its exchange value — the 
general range of jii i( es. Advocates of paper money have often sup- 
posed that an iiK lease of the (juantity of money would lower the 
rate of interest. In fac t, the period during which prices are rising 
( ommonly is one not of lower interc‘st, but of higher. When once 
the definitive stage of higher prices has bec‘n reached, there is 
nothing in the nature c^f (he situation to a flee t the rate of interest. 

But tho the rate of interest does not depend on the ejuantity 
of money c ire ulating in the community at huge, the bank rate for 
loans is affec ted by the (piantity of c ash whit h is held in the bank’s 
vaults. The (ommeri ial world is constantly speaking of the value 
()l money and the plentifulness of money; and it uses bcjth phrases 
in a spec ial sense, refeiring to the banking situation. By value of 
money it means |)i imarily the rate of interest or discount on short- 
time business loans. By plentifulness of money it means a relative 
abundant e of t «ish in the banks, leading to a Iree offering of loans. 
Relative abund;uite, be it noted: a large or small stip|)ly relatively 
to the demand obligations of the banks. When thev have more cash 
than seems needed for daily calls and for s;ifet\ or prtideiice, they 
lend freely. I hereby they either add it) their demand obligations 
(bv increase of deposits) or part with some of their cash in the 
diici t pint base of commerc ial paper or sec urities. In either case 
the rehition of cash to liabilities is altered, until something like 
the normal situation, or su|)pc)sed normal situation, is reached. 
C'.onversely when their cash is scant as compared with the demands 
reasonably to be expeclcal, banks draw in. They refuse to make 
new loans, or to renew old ones: tho they will “take care” of their 
steady customers, they turn a deaf ear to others. Hence the rate of 
discount varies according to the plentifidness of cash held by the 
hanks, l arge c ash holdings lead to “easy monev” and free lending, 
small holdings to “tight money” and guarded lending. 
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These tendencies and the fluctuations in interest rates which 
result appear most conspicuously in the case of demand loans. 
A demand loan, it must be remembered, is subjee t to call by eitlier 
party: the debtor can be called on to repay at any time, but he also 
has the option of making repayment at any time. When banks 
have plenty of cash, tliey lend freely, and at very low rates, on de- 
mand; for if other more profitable ways of using their funds sliould 
present themselves, they can at once call for payment of the de- 
mand loans and turn to those more profitable. Hence one hears of 
call” money in New York, where these fluctuations are most 
striking, quoted as low as one per cent a year. On the other hand, 
a trader who is in stress for means to meet immediate liabilities 
will pay a high rate for a demand loan, knowing that he can re- 
pay at any time and hoping to do so in a few days. At the height of 
a crisis, call money has been quoted in New York at too, even at 
200 per cent a year. Of course no one would borrow at this ruin- 
ous rate thru a year; but it might be done for a few days in order 
to tide over an emergency. 

Demand loans are usually cold-blooded, made to any one on the 
deposit of collateral. The debtor must pay when called on, and 
if he fails to do so, the collateral tvliich he has given is sold at 
oncc.‘ The loans arc commonly connected with transactions on 
the exchanges, esjjccially on the stock exchange, and are an essen- 
tial part of the mechanism by which speculation is facilitated. 
From the point of view of the bank, they arc a highly convenient 
part of its business. A profit is certain, sometimes large, sometimes 
small, but always appreciable; and yet the bank’s resources are not 
tied up and cash can be called back — at least by the individual 
bank — if there is more profitable use for it elsewhere, or if there 
is a sign of danger. And from the point of view of public advan- 

1 Many loans which are nominally on demand are in reality not subject to this 
sort of (Irasiic treatment. Loans in this form arc made more than in previous ifmcs 
to merchants, taking the place of sixty-<lay or ninety-day paper yet not essentially 
dilfercnl from it. It is understood that the bank will not in fact ‘‘.sell out” the 
borrower. .'Vnd even stock exchange call loans, when made to brokers who are 
regular customers, are payable on demand more in name than in fact. Banks like 
to parade on their publishe<l accounts a large volume of dcmatul loans, as if their 
promptly realizable resources were abundant. In fact, the convertibility into cash is 
often more nominal than real. 
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tIuTc is also sonic gain. For sundry useful business transac- 
tions funds arc wanted over short but uncertain periods, and for 
them demand loans aie adapted. 

lint there are also grave public disadvantages from such trans- 
ac ti(jus. I hey fa( ilitate gambling spe( illation, not only in stocks, 
hut in grain, cotton, and other standaidi/ed (ommoditics. All the 
leal ami serious evils of speculation are made greater, or at least 
made moic* (*asily |jossil)le, by the willingness of banks to lend 
hinds on call to any one whcj will pledge suflicient security. With 
the- tc ncleiic y toward s|)c*c iali/ation in all modern industry, there 
.lie* some banks whic h tin 11 moie free ly tlian others to this sort 
(>l Ic'iiding; and incic c cl in evei y great linanc ial c enter there are a 
lew banks which make this almost thc'ir exclusive business. Such 
lc*ncling, too, is c losc'ly connec tc‘d with the tendenc y to acc umulate 
all spare b.mk cash in the financial centers, like New York and 
l.onclon; a Ic nclc nc y whic h is more partic ularly connec ted with the 
cle\ flopment of cie|)C)sit banking and with some of the dangers in 
that systc’in. ol whic h more will be* said elsewhere. 

I hc‘ ratecjf interest ciii ordinary commerc ial loans — time money 
lor thirty clavs, sixty days, ninety days — ol course shows much less 
Hue illation than that on demand loans. For legular c ustomers and 
deposilois ol banks, the* rate of discount often varies very little, 
even tho cash in the banks may be more* or less abundant; there 
being an undcMstanding that they shall ha\c‘ “rc'asonable” accom- 
modation at a "lair ’ rale-, lhat is, at the c ustoinai v or cm rent rate. 
I he late on adxanccs c»f ihissort goes up and clown somewhat, and 
osc illates .iboul the ge neral rale of return on permanent invest- 
ments. Discounts lor less regular c ustome rs lluciuate more sharply 
according as the cash holdings of the banks are larger or smaller. 
In limes ol stress such loans may be very hard lo get and may be 
made at high rale-s S. 10, 12 per eent: while regular customers 
mav still be- take-n care of at the traditional rate, say h per cent 
or r, per cent. Gon\ erse-K . when monev is “easy.” the banks may 
buv ‘‘outside* pape r’* on terms whic h yie ld them less tlian the usual 
rate. I he- busine ss man. in arranging his banking e onnec tions, 
olle-n has a c henc e betwee*n these two wavs ol se-c uring his c redit, 
lie mav deal steadily with one bank, very likelv a conservative 



§3] DEPOSITS, RESERVES, REGULATION 331 


one, paying to it a fairly steady rate id interest tlirn good times 
and bad, and sure of support in periods of stress. Or he may float 
his paper thru note brokers, and borrow hetc and there at vary- 
ing rates. Then he takes his chances as to support in the periods 
wlicn no bank has much free money and when many business men 
are demanding loans. The former course is that which conduces 
to the safe and steady conduct of industry; the latter is tliat which 
promotes the recurrence of commercial crises. Yet the latter olten 
seems immediately the more profitable and, under skill! ul as well 
as venturesome management, may be in lai t the more profitable. 
In every community there will be found two types of banks and 
the two types of business men. "l lie fluctuations in tlie rate of 
interest naturally appear most sluirply in the dealings between the 
venturesome banks and the venturesome business men. 

§3. In general, then, deposit banking implies that the banks 
have a great volume of demand liabilities and a comparatively 
small amount of cash with which to meet them. If there is a gen- 
eral and sustained run on all the banks, the cash almost inevitably 
proves insuflicient. I'here is then nothing left except a general 
suspension of cash payments. To prevent siu h a general run, to 
maintain the confidence of depositors, to keep in working order 
this intricate part of the machinery of exchange — these are among 
the main objects at which legislation and the policy of banks have 
been directed in the English-speaking countries. 

When any one bank is beset by a run — caused perhaps by some 
unfounded rumor, some unreasoning fright among its depositors 
— it appeals for aid to the other banks. These Jiave the strongest 
motive for granting aid by supplying cash from tlieir own hold- 
ings; since fright is contagious, and the failure of any one bank is 
likely to precipitate a general run. But the condition on which aid 
is granted usually is, and always ought to be, that the bank in 
straits be solvent; that its loans and other assets prove on examina- 
tion to be sound, and suflicieiit in the ordinary course of events 
to meet its liabilities. The possibility of a run, and the necessity in 
that case of exposing its whole situation to iritiial prolessional 
eyes, are the strongest forces for preventing reckless and dishonest 
banking. A bank which is once fairly going may be really insolvent 
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and yet able* to keep j^oing for a considerable time as if all were 
well. It (an ( an y on its bcKjks, as if good, loans or securities which 
aie l)ad. So long as depositors (ontiniie their daily round of de- 
posils, loans, ( he( ks. there is little to reveal the true situation. But 
oiKc tlu ie is a nin, the bank must show its hand. Where there is 
an organi/ed dearing house, a (onimittee representing this in- 
stitution /^that is. the (ornbined banks of the place) examines the 
ihreateiKd niemb(‘i, and leains whether aid is deserved. If it is, 
the 1 (selves of alt the banks are massed at the point of danger. 

I .vei V deposiloi in tiu* imperiled institution is told he can have his 
(ash il he wishes it; and at the same time public assurance is given 
bv ihe ( leal ing hous(‘ (ommittee that the bank is solvent. But if it 
is not solvenl, and innst be wound up \eith possible loss to depos- 
itors. th(‘ (ombiiied banks face the situation boldly, “take care” of 
the embaiiassed depositors, and endeavor to (jiiiet general appre- 
hension. Hv siK h means an iiu ipi(‘nt pani( may be averted. 

It must b(‘ said that in tiu' banking (‘\|>erieiue of the United 
Stales, this soil ot enua gxau \ has not always been courageously 
Lk cd. A bank that is known to lx* insolvent has betat kept going 
!)(•( airse t Ik* ot luas are afraid of the aftermath from its oj)en failure. 

II it is large and ( onspic nous, as may well lx* the (ase, there is fear 
that its failure will j)re( ipitate a pani( and rims on all tlie banks. 
Moreo\er. the (jnestion wlu ther that bank, or others more or less 
in similai j)lighl. is lealh insohent, is not answer(*d at once by an 
inspei lion of its hiioks and possessions. '1 here will be sundry loans 
and MindiA se( nrities whi( h mav be good and may not be. Only 
^^ ilh the lapse of time will it be(()me ( lear what the situation 
leallv is. whether failure is inevitable or retovery can be even- 
liiallv attained, riie rivalries of banks among ea( h other, personal 
fiiendships and antagonisms, a lurking feat of some among the 
bankitig manage rs that their own institution would not come well 
out of a seauhing examination, -these may be important factors. 
WiseK or nnwiselv. it mav be (Uh ided that a sinking bank, even 
one that deseiNcs to be s(ultled. shall be sa\e(l in the fear of a 
geitei al t ollapse. 

If a geiu ial pani( and a general run do develoj) — if moreover, 
some banks are really insolvent and others are in an uncertain con- 
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dition — the situation is more clillicult to luuulle. Mere it is un- 
questionably a \ast advantage if there be some one great strong 
institution with ample cash holdings and unshakable prestige. For 
the banking institutions of the United Kingdom, the Bank of 
England has become in such times the citadel of refuge. It can 
undertake to supply cash when needed, and t(^ guarantee solvency 
if there be real solvency. A similar position is held by the Federal 
Reserve banks of the United States; tho at this writing the 

procedure to be followed in times of stress has not been worked 
out and settled as fully as in Fnigland or its effectiveness in allaying 
panics as well proved by experience. To prophesy that acute finan- 
cial distress will never recur in England tvould be unsafe, and it 
would be at least ecjually unsafe to make such a prophecy for the 
United States. But the unreasoning, mob-like panic has become 
highly improbable. On all this more is said in the later chapters on 
Central Banks. 

§ 4. The financial panic is often, tho not invariably, the first 
stage in a general overturn of the business situation. On the later 
stages and the much more diflicidt (juestions of the business cycle, 
more will be said in another connection.^ I confine myself here to 
the banking and monetary aspects. 

All business men conduct their affairs on the basis of giving 
and taking credit. Each individual is both creditor and debtor, 
has his bills payable and his bills receivable. In the ordinary course 
of things, these obligations are met punctiliously. Failure to meet 
them means that the deliiKjuent loses his standitig in the business 
world; he is no longer in the game. It is on this ground of ex- 
pediency — of honesty being the best polic y — that the discount of 
mercantile paper is so secure a banking investment. 

Anything which unsettles the expectation that mercantile debts 
will be promptly met may cause a panic among business men. 
Each knows that his paper is coming due and that to enable him 
to meet it he must receive payment of what is coming due to him- 
self. If he fails to pay his own obligations, he gets poor comfort 
from the fact that his own failure is due to the failure of his debt- 
ors to pay; his standing is broken none the less. Now all obliga- 

* See C;haptcr 13, Vol. II. 
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tions arc- likely to become [greater aiul more depencleiU each on the 
other (lining an ii|n\ar(l industrial movement. VV^Iiere there lias 
been some really sericjus maladjustment, lailiires are inevitable, 
lint then it becomes also pcxssible that one failure will entail an- 
other, and this still another, until business linns topple over in 
sue c ession like* a row cjI bric ks. Of this sort cjf collapse a dramatic 
c’xamplc- cjcc;u!tc*d in its simple form durin<» the great crisis of 
i(Sr,y; both in the United States and in Kngland an extraordinary 
number of Inins then collapsed, chielly because of all-pervading 
panic. 

When the* storm is bic*wing. the* one* thing needed in the busi- 
ness conimunitv is assuianc c* against indisc l iminate ruin, d his can 
be gi\c‘n by the banks, if they are themselves in a position to 
ic*nclc*r aid. W’hat mc ic hants and manulac 1 in ers want at such times 
is “accommodation.” I hey do not want cash. It is true, as will 
piesc ntly appear, that the re may be* at the same* time a run on the 
banks for c ash. Ibil while* some business men may join in the run, 
it larely tone hc*s the* nu*icantilc* community at large. What is 
nc*c*dc*d lor its |)c*acc* of mind is primarily the assurance that sup- 
po! t will be* allordc’cl against possible* tc'inporary embarrassment. 
Loans aie wanted, not cash: or rathc*r. assurance that loans can be 
had if nc*ecli*cl. l»usinc*ss nu*n want assurance* of being “taken care 
of.” In deposit using countiics. thc*y want the banks to make them 
acUaiues to cieclit them with deposits-- which can be used in 
mc*e*ting the ir own .ic c l uing obligations e\c*n iho the debts due to 
the‘msel\cs fail to be nut promptly. 

r,. In the* Uniic'cl St. lies there was nothing in the experience 
of the* niiu te-enih cc tiliny and the first dei .ide of the twentieth to 
indie. lie* that the* lin.inc ial panic' was a thing of the past. The situ- 
ation w.is in maiu wavs clilferent from that in Kngland and in 
mans w.ivs contaiiu'd great e r elements of danger. 

Dining the* second half of the nineteenth century, banks of the 
large* c ities, and c spe c iallv those of .New York, occupied, it is true, 
a position an.ilogons to tliai of the Bank of Kngland. But the 
an.ilogv did not reac h tar. Khev wc‘re many in number, and tho 
combined lor some purposes in (bearing House .Assoe iatic^ns they 
eould not ae t w ith the energv and promptness of a single institu- 
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tion. Even if they had been organized to act unhesitatingly, they 
were not in a position to give all the assuiance and support that 
were needed. Their reserves of cash were only such as the national 
banking laws compelled; sometimes a little more, but at the times 
when panics were likely, seldom appreciably more. Not least, they 
were themselves not above suspicion. It is true that as a rule most 
banks are solvent and even supersolvent. But there are commonly 
some black sheej), with rumors and suspicions of more. Banks in 
general, solvent or insolvent, are uneasily conscious that they are 
not invulnerable; their position necessarily ceases to be so when 
public confidence begins to be shaken. 

To these causes of danger was added the fact that deposit bank- 
ing in the United States was extraordinarily widespread. And it 
remained so. Not only was the total volume of de])osits in the 
United States very great, but the number of individual banks and 
of individual depositors was and is enormous. Tlicre is a larger 
proportion than in England of persons ^vho are likely to be af- 
fected by unreasoning panic. Deposit accounts are kept not only 
by those doing business on a considerable scale and by persons 
of large means, but by small tradesmen, farmers, women. These 
easily get into a fright when some great bank fails and rumors 
are flying thick about others. An overt run or a silent steady with- 
drawal of c ash may then be pr(*c ij)itated. The banks cjn the other 
hand are scattered, are sensitive to the ])ossibility of sudden de- 
mands, and are themselves by no mc*ans free from panic:ky feeling. 
Many of them are small; many, large and small, conduct their 
operations in ordinary times with a bare minimum of c:ash. When 
danger threatens, those outside the great cities telegraph urgently 
for cash to the city bank in which they keep a deposit. They do so 
nc^t only to meet real drains by their own depersitors, but to pro- 
vide against possible or anticipated drains. Among the banks, as 
among their individual depositors, a spirit of saiive qui pent may 
develop, and then a full-fledged panic may burst. 

'These conditmns brought about rej)eated breakdowns of the 
Americ an banking system. On four conspicuous occasions, in 1873, 
in 1893, in 1907, and in 1933, complete collapse ensued. In each 
of these great panics the banks of the country virtually suspended 
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p.iynu rMs. riicicljy they (r)inmitted acts of bankruptcy, and under 
the stric l letter of the law c()uhl have l)eeii forced into liquidation. 
4 'he fa( t that sitspensioii wa.s universal and well-ni^h inevitable 
(aus(*d its stiic t h <»al ( oiisefjueiK es to be ignored; and after a few 
weeks 01 months the usual (otirse of payments was resumed. But 
dining these weeks and months, on all four occasions, legal obliga- 
ticjiis weie put asid(?. Neither individual depositors nor depositing 
banks (ould ge t ( ash uhie h they had the legal right to demand. 
No doubt their demands were in one sense unreasonable. Indi- 
viduals ( ailed loi < ash bec ause they wished to hoard by tucking 
it away in diaweis 01 in safe dejxrsii boxes. Outside banks wanted 
it partly because their own depositors made similar demands, 
partly because they themselves weie in a fright lest such demands 
should (onu*. W'hateNc r the cause, the breakdown was well-nigh 
complete. A depositor on th(‘se occasions might be allowed to draw 
poc kel money a lc‘w dollars- — from his bank; but any demand for 
considerable sums was met, in most c ities and by most banks, with 
flat refusal. 

The |).inic' -ac utc* stage of a c risis -does not last long. A few 
t\c*eks of e\c itement and anxietv, of banking atid nua'cantile col- 
l.ipsc-s. of pressing clc inancl lor “nioiu*y” (i.i*., loans) at high rates 
of discount, ate followed by rapid stibsideiut* and ([uiesccnce. Al- 
most iinaiiabb, cash acc umulates in bankers’ vaults within a few 
months of a j)anic and the rate of discount falls to a low figure. 

I hese conditions hold lor a considerable period, longer or shorter 
ac c 01 cling .is thc‘ rev ival of ac tivitv comes late or earlv. During this 
peiiocl the banks, tho willing .uid able to extend advances, find the 
business communitv unresponsive, and .in abundance of cash in 
their h.uuls goc's hand in hand with low and falling prices. 

J:; (i. Deposits in their o|)eiation as a circ ul.iting medium are 
.unong the most m.nvc ilous of economic pluaiomena. Like the 
division of l.ibor wine h thev serve to facilitate, thev developed by 
no intention ,md for genet ations had little restraint or guidance 
bom lc gisl.it ion. I hev work out their results bv proc essc*s but half 
unclc't stood bv the* vciv persons who managc‘ them, the bankers. 
In countries wheie deposit b.inking is largely resorted to, like Eng- 
liincl aticl the' Lnitccl Slates, all wholesale transac tic 3 ns, and a large 
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and growing volume of retail transactions, are carried on by 
them. Deposits combine in a remarkable tle^ree saieiy and con- 
venience. They are less subject to theit than t ash because a check 
is payable to a specilied person, and the bank is answerable lor 
making payment to that person only or to his endorsee. They arc 
convenient because a few strokes of the pei. serve to remit any 
sum, however large, and to remit that sum jjrecisely to the last 
cent. The mechanism is wonderfully smooth and effective in its 
working. 

Two things are essential for the development of deposit bank- 
ing; or rather two phases of one thing, — (onlidence. Checks can- 
not pass from one person to another unless there is confidence 
in the probity of the drawer. Business custom has supplied sub- 
stantial ground for this confidence. Quite apart from criminal 
penalty, he who draws a check without having credits at the bank 
to meet it commits industrial suicide. More important is confi- 
dence in the bank itself. I he basis of the entire system is the re- 
pute and good standing of the banks. It can endure, for any in- 
dividual bank, or for the banks as a whole, only so long as people 
think the bank’s obligation to pay cash to be etiually good as the 
cash itself. 

Given these conditions, the vast but frail mechanism maintains 
itself in unceasing round: loans are made, deposits created, checks 
drawn, deposits renewed, loans again made, and so on. It con- 
sists of a mere mass of debts, contracted witliout any formality, 
and evidenced only by a few figures on bank ledgers and pass 
books. It is a sort of phantom circulating medium, ever appearing 
and disappearing, never substantial, always in danger of melting 
away from a breath of suspicion, yet so serviceal)le as to be re- 
newed after every collapse and to be maintained notwithstanding 
every danger. 

§7. The repeated unhappy experiences of the panics of 1873, 
1893, and 1907 led finally in the United States to the remaking 
of the currency and banking system in 1913. A later collapse of 
essentially the same kind in 1933 brought a further step of far- 
reaching effect in 1935. I shall reserve for later consideration the 
main features of the Federal Reserve system as established in 1913 
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and modified by late r legislation. In the* present ee^nneetion it is 
e*non,i;h to note* one* jjar i of the* siippleme inat y le ^islatie)!! of 1935 
- that hy which a system of insnianee was (ie*ate.*d with the ejbjeet 
ejf antee in^ the* safe ty of deposits. .Vl the end (jf well nigli a 
ee ntiny of expe*i ie*n< e*, the e eiiie lnsion was reae heel not ejnly that 
bank notes but bank depejsits also were part e^f the circulating 
medinm; atid that depositors ne> less than note holders were en- 
titleel to protee tion from loss by bank failure. 

I hat holele is of bank notes were entitled to pre)tection against 
loss in ease* ol bank lailnre, had been settled in the United States 
by the establishment ol the* national bank system.’ I hat system 
also scjtight to give* jjroteetion to depositois by ret|nirements for 
reseiAes, bank e*xamitiat ions and reports; but the pre^tection 
prove*d illusory. The* fundamental ejuestion was rarely elisenssed: 
is it (U'siialjle that spec ial jiiovision be made loi the protection 
of the holdeis cd bank iiote-s? Or should note holelers and de- 
positois be* put in the same* position? 

No doubt the diflerc'nc e in treatment resteel historically on the 
lac t that the* similaiitv be tween notes *incl deposits was run per- 
e e*ive*cl. I ho deposits subjee t to e hec k formed |)art 0! the e:irciilat 
ing medium cpiite* as nine h as note*s. and indeed were epiantita- 
ti\e*lv muc h more imj)ortant in counit ie’s like (beat Britain, the 
United Slates and UaUiida. they were not commonlv regarded as 
“money”; yet notes \\e*ie so legarded. 1 he usage of everyday 
spc'ei h, rellecling like all suc h usage an e‘slablished general tradi- 
tion. goes lat to explain the special protection lejng provided for 
note holders. 

Some* teal grounds lor s|)e‘e ial see iirity to note holders are these. 
In the* hist j)laci*, notes ate more likely to be held by the poorer 
and cle*|)e ncl(*ni c lasses. Deposits are used c hiefly by the well-to-do. 
Xoic*s c iic ulati* among ail c lasse*s, and nc)te*s of the smaller de- 
nominations ate* likel\ to be in the hands of workmen and others 
ol slender means. Next, and not less important, is the difference 
in the wav in wide li a person becomes a c reditor of the bank. A 
de*p()sitor almost alwavs becomes creditor by his c^wn choice; a 
note holder commonlv becomes so without any volition of his 

'See Ch.ipier 22. |>. ^^03. 
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own, and moreover by a process of whose legal import he usually 
knows nothing. A note circulates from hand to hand as “money.” 
The person to whom it is offered in paymem would commonly 
find difficulty in refusing it. Ordinarily he is quite unaware that in 
taking it thus freely, in the eye of the law he is simply replacing 
another as creditor of the issuing bank.^ ^Vhich individuals are the 
note-holding creditors at any given time is a matter of accident; 
since each person receiving a note keeps it until he lias occasion 
to use it in a purchase. A depositor, on the other hand, selects Iiis 
bank with some deliberation. No doubt, he is often influenced 
by the bank’s mere |)ropin(juity or 1)y its general reputation. None 
the less, tlie initiative comes from him and the first responsibility 
is his. 

These distinctions, however, must not be pressed too far nor be 
permitted to obscure the fundamental point of resemblance — 
that deposits, like notes, constitute jiart of the dc facto circulat- 
ing medium. The same fundamental reasons which make it im- 
portant that notes should be secure, make it important that de- 
posits also should be secure. The essential question concerns the 
expedient ways of promoting security. 

In the legislation of the United States, the principle of pro- 
viding in some way for the protection of depositors was early 
established. It showed itself not only in those reejuirements as fo 
reserves of national banks which have already been noticed, but 
in a whole code of banking legislation. The nature of the loans 
which a national bank might make was rigidly defined. Not only 

1 rhe Ic^al position of llic payee of a check is dilfereni from that of the liohler 
of a hank note. The payee of the check does not, like the note receiver, become at 
once a (icdiior of the hank. The hank’s liability is only to the drawer of (he check 
(the depositor) . If the hank refuses to pay the check when presented, the depositor 
only, not the payee, has a ri^hi of action against it. On the other hand, the send- 
ing of a check in payment of a debt does not at once licpiidate the debt. Should 
the hank fail, or for any reason refuse to pay the check, the debtor who had sent 
it is still liable. If, indeed, the payee of a check fails to take steps with reasonable 
diligeiue for its presentation at the bank on which drawn, tlu; legal situation be- 
comes dilleienl. If he puts the check away, and waits unduly before presenting it, 
he substitutes himself for the drawer as creditor of the bank. Failure of the bank 
in the interval then means loss tcj him, not tcj the bank’s original creditor ('de- 
positor) . Hence the business practice of alw'ays sending all checks received for im- 
mediate “deposit,” i.e. for collection at the clearing house. By this process the re- 
ceiver of a check makes himself as promptly as possible a creditor of his own bank. 
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in the national hank law, but in those of the states, there was and 
still is I epilation of the extent of loans to any one individual and 
of loans tc; dii e( tors; not least, provision for publicity of accounts 
and periodical exaniitiation. I'he Goniptroller of the Currency at 
Washington has a staff of examiners and exercises large powers 
over the national banks; the several states either have similar 
binc aus for ihcdr own banks, or are moving toward such super- 
vision. 

All this Kgidalion was tini(|tie in the Ihiited States. Just as the 
re(|niiement as to cash resc^rves for de|)osits was unknown else- 
wheie, so was ail the detailed regidation of loans, reports, and 
s|)e( ial liabilities ol oflicers and direc tors. 'Ehe situation was a 
c iirions one'. In a country where the gc'neral tradition had been 
to let c apit.jlislic industry pursue its course unfettered, the very 
( entei of c apitalistic ope rations was sid)jc‘c ted to a degree of control 
nndi earned of in othc*r countries. The cause of this remarkable 
c'xtension of st<itc' interfc'renc e is to be found partly in the early 
dc‘vc lo|)nic‘nt and wondcnfiil s|)reacl of deposit banking, but still 
moic- in an underlying dim consc iousness tliat here is really a most 
important and far-rc'ac hing |)art of the c ire ulating medium. Once 
the' systc'iu is fully established, no individual of the property- 
(uvning and |)ropet ty-inanaging class can kee|) out of it. It is 
indispensable that he have his bank of deposit and his bank 
account. And tho he mav choose his own bank and may be sup- 
posed to be* on the watc h as to its c harac ter and sobency, his means 
of ge tting infoiiuation are ikm c*ssarily uncertain. The public con- 
( c'l n in banking, whic h at first was c hiefly for the security of notes, 
came to be* no less for their ecjually pervasive and far more power- 
lul successors, the deposits. Hence the proposal that deposits 
shotdd be* made absolute ly safe, like notes, was not an illogical or 
icwolutionarv one. Obviously, no method of segregation oi partic- 
idar asse ts [sm h as mav be used in regard to notes) can suffice 
lot the- purpose; since the' onlv possible scruritv for all deposits 
would be* the* solidiiv of ;ill assets. The onlv fc.isible method is 
some' SOI t ol insurance compulsorv contribution by every bank 
to a public (or public Iv su|)ervised) guarantee organization, out 
ol w hie h the deposits of a collapsed bank would be met. The main 
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objection to this proposal is that one or^ai safeguard — perhaps the 
greatest safeguard — against reckless banking would be removed, 
namely the banker’s fear of the depositor. If e\ ery depositor knew 
that his “money” was sure to be fortlu oming in any case, being 
guaranteed by the state or other adccjuate organizations, pressure 
on a bank from uneasy depositors woidd be less likely to follow 
stispicious doings. The probability of the presentation of demands 
on suspected banks would be greatly diminished. A bank might 
pursue a reckless course for an indefinite time, or at least for a 
longer time than if the confidence of the depositor needed to be 
( onstantly nurtured. 

'Ellis objection, tho strong, is not necessarily (‘onclusive. Reck 
less banking takes place now, even under the eye of the unguar- 
anteed depositor. If the guarantee were one not of immediate pay- 
ment but only of ultimate payment — if tlie depositor, tho secured 
from eventual loss, were still subject to the possible inconvenieiu e 
of having his funds “tied u])” for a time in a li(|uidating bank- -it 
woidd still be to his interest to be wat( hful, and to withdraw his 
account when suspicious. 

In conclusion, I venture to quote what I wrote on this tojiic in 
1921: 

The course of legislation on this mailer, as on others, is likely to 
be much affected by actual experience. A siucession of conspicuous 
bank failures, bringing great loss to depositors, would immensely 
strengthen the movement for deposit guarantee. Miu h depends, too, 
on the development of the relations between the Federal Reserve 
system and the scattered hanks which remain outside that system. 
And not a little depends on the general trend of social and political 
development. Banks and banking constitute the most (haracterisiic: 
feature of the regime of private property and j^rivate enterprise; and 
as that regime comes to he modified in greater or less degree, there 
will be likelihood of further and more elaborate regulation of bank- 
ing operations at largc.^ 

The expected has happened. The great banking collapse of 1933 
led to a system of deposit insurance. In 1935, an important feature 
— in my opinion the most important — in the act revising the 
^Principles of Economics, 3d ed., Vol. I, p. 387. 
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rcricial R(*.s(‘rvc* sysirin, w.is the* cstablishnicnt of a federal organ- 
izalion filie Tedcial Dejxrsit Insnraiue Gorj)oration, owned by 
rlie governnienij wliidi provifies iiisinaiKc* against deposits for all 
lianks witliin the Resei ve system atid for a large range of other 
banks as well. l)ej)osits were thereby made secure in the sense of a 
guaiantee agai»ist idlimatc loss, tho not against immediate incon- 
veniem e. It remains to be s(‘en ( what effect this momentous 
step will have on the banking striu lure as a whole. It may easily 
lead to the elimination (jf the excessive number of petty banks, 
and eventually to a wider use of branch banking. But the first and 
fundamental lesidt will stand: bank depositors will be protected 
against the < alamitous losses of older days. 
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DEPOSIT RANKING {Concluded) 

§ 1. The way in which the general welfare is promoted by commercial bank- 
ing operations: continuity of industry, selection of the more capable 
among business men. — 2. Invc‘stment t)|)(Tations of commercial l)anks. 
Deposits lodged by persons not active in business. — j;} Creation of de- 
posits and the march of material progress. Criticisms of the deposit 
structure and proposals for its radical change. 

§ 1. We proceed now to another aspect of the relation between 
the various forms of banking operations and the general welfare. 
Wherein do banks promote prosperity? Often enough they are 
spoken of as mere leeches, parasites living on the body public, 
contributing nothing to its well-being. And conversely their do- 
ings are often discussed as if the only question were lioio they are 
carried on and how they are related to the general monetary situa- 
tion, with little regard to their bearing on the good or bad work- 
ing of tlie ^vhole economic mechanism. On this range of subjects, 
something has already been said;^ but its imj)ortance is so great 
and there is so mucli misunderstanding that a further considera- 
tion is permissible, even tho it involves some repetition. 

Commercial loans, whether made to a bank’s regular customers 
cu' to others thru tlie purchase of outside paper, have economic 
effects that are easily followed and are readily seen to be good. 
They make the community capital more effective by making its 
savings go farther. The doings of an individual merchant arc 
likely to be irregular. Those of manufacturers are also uneven; 
more uneven if they “make and sell,” less so if tlicy “sell and 
make.” Both arc affected by sea.sonal changes of demand, and by 
ups and downs which it is difficult to foresee. If every dealer and 
|)r()ducer had to rely on funds or savings of his own, he would have 
too much available at most times, !)Ut barely enough and often not 
at all enough at peak times. Bank loans smooth the irregularity for 
the individual concerns, while the banks themselves can maintain 

^ See Chapter 23, §§7, 8. 
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( oniparaiivc regularity because the varying demands of different 
( OIK ( I lls and industries tend to offset each other. Banks thus pro- 
mote the (ontinuiiy oi the use of capital. So far it is all to the good. 

At least ecpially important, but not so obvious, is the influence 
\\ hi( h banks exerc ise on tlu.* make-up ol the business world. As 
w ill ap|K‘ar in laier chapters, something like a process of natural 
selec lion cl(‘terinines who sliall come to the lead in the conduct of 
business. In that selective* ptocess the banks play an important 
pan. I hey lend freely to the man of whom they think well; they 
nun a deaf ear to him whose projects seem unpromising. Their 
w illingne.ss to gi\(‘ ( redif makes it possible for the capable man to 
extend his operations, ev(‘n tho he start with little or no means of 
his own. No doubt they sometimes make mistakes, and enable 
empty pretenders 01 re( kless speculators to g(‘t command of large 
lesouK es. lint bankers, to repcMt, need above all things to be good 
judges ol men. On (he whole they put the control of the industrial 
loKcs into the hands of those likely to turn them into profitable 
( hannels. I'his holds good more espec ially of commercial banks of 
(he* older and simple*! (y|)e. I 1 ie Iu*,k1s of suc h banks arc usually 
w c ll inloi med about the me n and doings of thc‘ir town or city. Not 
onl\ do theN commonlv make their loans for shoit periods, but 
they kc*ep in tone h with what is going on and are able to judge 
wIk*!! it is \\c*ll to make 01 lenew loans, when to refuse, judgment 
ol mc*n c ounis moi c* than anything else, — whic h beginners to nurse, 
which ambitious sc hc iners to handle warilv. This sort of judgment 
is ol caidinal iinportaiuc* in all l)anking operations; not only in 
the* simj)lei ones ol the kind here dc'sc i ibc cl but in those more coin- 
plic.ited which will be |)resentlv consicleied. Of commercial banks 
it c an be s.iid with the minimum of cpialilic ation that their char- 
.Miciisiic Opel. u ions short time loans to merchants and manu- 
f.icturc'is tend to put and keep (he control of industry into the 
h.mds of those' most likelv to conduc t it well. 

But even a b.ink which is as purely commercial as a bank 
I .til be* docs not confine' itself to suc h operations as these. It is 
like ly to ha\e deposits from persons not in ac ti\e business. These 
ate oh\iously lodged clej)(»sils. Often they ate merely checking 
accounts maintained for convenience in pa\ing bills. .\s the de- 
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posits come in, and as spending of incomes by tlieir holders takes 
place with a lag alter their receipt — sometimes with a long lag — 
the bank finds itself with more cash on hand than is needed for 
even the most conservative conduct of its business. It buys securi- 
ties or outside paper, or lends on collateral tO others than its 
regular customers. Substantially the same is the c ase of a bank 
whicli has large deposits from business concerns, drawn on as con- 
venience or necessity may require but little subject to sudden 
withdrawal. If such lodged deposits are large and steady, as is 
often the case with a long-established and w'ell-reputed bank, it 
will buy and hold long-term bonds of a kind which can be mar- 
keted readily and turned into cash. In so doing, it acts substan- 
tially as a savings bank; savings of a quasi permanent character 
are turned at once into the channels of investment. 

§ 2. We turn now' to that other kind of connection between 
deposit banking and investment, — the creation of deposits — 
which develops incidentally from the more familiar practices. 
The phenomena appeared at an early stage in banking history, 
but by the middle of the nineteenth century gradually came 
to be of a size and range not dreamed of before. 

First, a word of reminder. It is often said that a bank supplies 
capital and by so doing adds to the produc tive resources ol a com- 
munity. In the sense of physical capital a bank obviously dcKJs 
nothing of the kind. Tools, machinery, materials, are created j^ri- 
marily by labor, seconded by the aid from saving and lending. Yet 
a bank, tho it does not create physical capital, is a most important 
instrument in regulating the command of capital and in promcjt- 
ing the effective use of capital. As regards savings banks, invest- 
ment concerns, and similar financial institutions, nothing needs to 
be added to what has already been said; ^ it is simple and obvious 
that they are intermediaries in the pr(x:ess by which saving leads 
to real investment and the construction of capital. 

Commercial banks have often been described as performing the 
same functions in the same way. They are said to gather rills of 
savings — money means not immediately needed by the owners and 
deposited by them in the bank — and to lend them to producers; 

'See Chapter 5. 
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v’c‘i y iiiiK li as sa\iii^s hanks IcikI the* aeaaniiulatioiis whi( h aic* 
moK* deli hciau ly set aside. So lai as deposits are lodged, arising 
hy the ac tual putting into hanks ol sj)are lunds, this desci'iption fits, 
lint S(j far as dejjosits arc* creatc‘d hy the hanks, it has ncjiie. Mere 
(cjiinnand ol capital is supplied hy the Ijanks witliout that sort of 
saving which is ordinarily associated with the process of invest- 
nient. Mcjiiey nie*ins are c reated, and the c:onnnaiid of caj^ital is 
supplied, without apjjarent cost or sacrifice on the part of any 
saver. 

‘P As has been explained in (ihapier ;p the creation of de- 
p(»sils means a hastening of econotnic: growth, d he depc:)sit hank 
system has served gicatly to promote* the lapid iiulustrial develop- 
mc iitof the Knglish-speaking countries and c‘spec:ially of the United 
State's, riie extraordinary gtowth of this country during the 
second half ol the nineteenth c:entury and the earlier decades of 
ihc* twentie th was made* (piic ker and more sweei)ing. This growth 
uas more than welcome* to the piihlic at large; it was a source of 
pride* and congi alulation. It hecame also the goal of the countries 
of the* (lontineni, even tho they did not fall in with the monetary 
system which was so signal a feature in the United States and 
I'ngland. d he seamv sides of it all wete not |)erc eived, or if per- 
ceived were accepted as concomitants of the grand march of 

plOgl C'SS. 

In the pc’iiod that came after the wai of ipi |~iS, and its after- 
math in the* depression of the fourth decade, the ideal of growth 
piled on growth lost its glamor. So it was with the deposit struc:- 
turc* as |)art of it all. f spc*c ially in the United States the cjuestion 
was asked whethe r the |)ace had not heeu too fast and toe:) dan- 
gerous, e ntailing eonseciuences for the disirihution of wealth and 
income and lor the* even marc h c^f industt v whic h must he offset 
against the gains. With this general attitude arose the cpiestion 
whether the c ic'ation of deposits and all that hangs thereby had 
not hetter he put an end to once for all. 1 he most radical sugges- 
»ion for c hange was that commercial hanks should he compelled to 
keep reserves up to the full amount c:)f their clej)c)sits, — a reserve 
of 100 |)er c ent. 

I cannot undertake here an examination of this scheme in all 
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its aspects. lo caiiy the plan thru would iiuoKc a complete <)\er- 
I 111 II and remaking of banking strueinrc and iviuliiion. llisioiy 
shows cleaily, I think, that the linal oiiUome ol legislation on 
flanking is difficult of prediction, if not impossible, d his is the 
more the case when the changes are of a revolutionary kind. What 
the American economic system would be like if this far-reaching 
change were put thru, who can say? Above all, would the pace oi 
material progress be lessened? Or if not lessened, is it certain that 
it would take a better course, or at least a smoother one? 

A fundamental cjuestion underlying all such discussions is that 
of the adecpiacy of the present volume of produc tion. Is there 
enough turned out per head or per family to make it cpiite ac- 
ceptable that we should go on as we are and not think it important 
that the national dividend be increased? 'The present organization 
(disorganization?) is vastly more effective than that of a century 
ago; is there no occasion for making it still more effective? Surely 
there is. We can increase welfare by more abundant produc:tion 
and we should arrange our economic structure with an eye to 
doing so. But the forward movement involves a process of trial 
and error. It means not only irregularity but failures as well as 
successes. The cjuestion is whether the improvement of that situa- 
tiem step by step, in such way as to lessen irregularity yet main- 
tain prcjgress, is better than to substitute once for all something 
radic ally new and untried. 

Sc3 it would seem to be with all the fundamental cjueslions of 
monetary and banking policy; they are j)art of the problem of 
scx:ial and economic reform at large. There is no ))anacea in sight. 
The best procedure is by tentative steps which — so far as we can 
see — are in the right direction. Such is the nature of the legisla- 
tive and administrative steps taken c:)f late (the pericxi 
for the reshaping of the Federal Reserve system of the United 
States. And such seems also the nature c:)f the steps being taken 
thruout on the reshaping of the entire ec:onomic: structure.^ 

^ Compare Chapter 27, in this volume, on the Federal Reserve System. 
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i;} I. rhicc ^rcai sysicnis i<j he i‘xainine(l, tlH)SC of Fraiuc, Knglaiul, and tlie 
Uniicd Stales. In all three (onntries, the Central Hanks, while private 
(orporations in for in. are in effect agencies of the? goveinineiu. — § 2. Fhc 
Hank of l iaine. has a complete iiKJnopoly of note issue. Importance of 
this, in vie w of the comparatively slight development of deposit banking. 
— S .S- VVidc‘ permeation of the Hank’s operations. Rediscounting and the 
cdlects. 1 he Hank essentially a banker’s bank. — (ilose connec tions of 
the Hank with the public finances. In times of stress, an agent for putting 
out inconve t tible paper mone y. — r,. I he Hank of Kngland. Its cjrgani/a- 
tion. Absence of branches. Omiplete separation of notes and deposits. 
Issue and Hanking Department. 'I'he Issuc‘ Dej^artmenl and the fiduciaiy 
issue. Hank note's and currency notes. — 4^6. Ihe Hanking Department. 
Relation to the other banks. I he Hank’s reserve. Hill brokers. — 7. Work- 
ing of the system in times of ciisis, use of the discount rate, c)j)en* 
market operations. — H. I'he Hank and the government. Knlarged note 
issue and inflation in 191.1-18. New functions alter the war, and espe- 
cially since Drowing concern for industrial as well as monetary 

stability. 

fij I. ( .i.N I K.Ai. Baiik.s, originally planned to he* pi iinarily agents 
and aids lot govei ninents. have giadiially been called on to per- 
lonn wider and more imj)oriant tunc lions. 1 hey have tome to he 
the .sole i.ssuers of hank notes, and these notts ha\e tome to he vir- 
tuallv government |)aper. While in lluii earlv stages they were 
not es.sentially dillereiU from other hanks — merelv the hist among 
have come to he nnicpie in position: hankers’ hanks, 
the IcMclers and sn|)porters of the others, even their riders. And 
this has inaiignrated a lurther stage, at whic h they are heginning 
to he called on to assume new and larger fnne lions: the mainte- 
nance ol stahiliiv in the price level and, not less, t^f stability in 
trade and indiistrv. It is an old story that the coinage and print- 
ing ot money has a jiervasive iiiniieiue on the whole of economic 
lile; an old story too that hanking and credit profoundly affect its 
course. I hat C'entral Banks as arms of the government undertake 
to exercise some deliberate control over it all is new. 

It will serve best to bring about the main cjuestions and prob- 
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Icms that arise if we examine in succession the history, traditions, 
working of three great systems— the Bank of France, tlie Bank of 
England, and the Federal Reserve banking system of the United 
States. Different tho they are, they are confronted hy similar prob- 
lems and are shouldered with similar responsibilities. 

In one important respect these banks are alike: in form they are 
private corporations. They are not o\vned and managed by the 
governments as are post oflices and the like. The power which 
the government exercises over central bank operations is not di- 
rect, but indirect. The indirect relation — -the domination by gov- 
ernment of a private corj3oration — is largely a matter of tradition, 
being the continuation of a type which arose when the banks in 
the main were mere fiscal agents. Whether there is wisdom in re- 
taining this sort of mechanism has been much debated. A common 
opinion, of much weight, is that the corporate form of organi/a- 
tion makes it easier to keej) a central bank aloof from momentary 
political exigencies and to maintain a steady settled policy. It is 
not without significance that of late years, in the course of the 
widening range of government operations, this plan — a corpora- 
tion controlled by the state yet not part of the political structure — 
has been resorted to in fields where no such traditions had devel- 
oped as in the field of central banking. 7'he experience all around 
has done something to indicate that when a government enters a 
new industrial sphere in a community where most industry has 
been and is jirivate, the familiar tested forms and methods of pri- 
vate business are best suited for large continuous operations. 

§ 2 . The Bank of France is the simplest in structure and in 
range of operations. As a private corporation it has its stock- 
holders, directors, appointed officers. Public control dominates 
because the important executive officers, the Governor and two 
sub-governors, are appointed hy the government. These manage 
the Bank. I low far they are independent of the Board of Directors 
is not easy to say. Tliat Board, fifteen in numlier, was long elected 
in a peculiar way: not by the entire body of stockholders but by 
those 200 of them who held the largest number of sliares of stock, 
rhis curious oligarchic arrangement, maintained without change 
for over a century after the establishment of the Bank by the first 
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Napoleon. it about that the Board had great continuity 

of peisfuinel and ( liarat ter. On financial and business matters it 
piohahly ( ondiK efi to sagacious and cautious management/ There 
were well-established traditions and a general conservative temper 
whic h the pubiit authorities (ould not disregard, — the more so in 
view ol the shoi t tenures of b'rench ministries. 

‘P 'Mie liank of I'raiue has a monopoly of note issue. That 
Ijiivihge is of far leac hing iinportanc e. lor several reasons. First, 
there is no other |)aper money; the Bank’s notes occupy the field. 
Next, these are \'irlually govcannuni paj)er; usually convertible 
into spe: ie. but on several (x t asions made iiu t)nvertif)le. The 
go\einmenl auilioi i/ed, nav (ompelled. the suspension of specie 
jja\menis when war ( anu* in iSyo-yi, and the tuples remained in- 
(oiueilible till oSyM (ilio not depre(iat(*d from 187‘j on). It 
again made (hem inc onvei tible wlien war broke out in 1914; and 
lhe\ lemained so (ill (he (ie\aluation and resum|)tion of 1921) (de 
(Ir jure kjlnS) . About this step, a landmark in rnon- 
e(aiy his(oiv. more will be said in othei ( onnea ( ions." At this point 
i( is enough (o no(e (hat (he Bank’s notes, whether or not con- 
seitible into spec ie, ha\c‘ all the (jualities of gc)\ernment notes. 

I he\ arc* legal (endca lor cU*b(s. circulate without a sign of cavil 
or hesitation, .mcl bid lair to do so indc'finitc'ly. 

l inallv. and what is most important, tlu‘ Bank’s notes constitute 
b\ l.ii (III* hugest |)ai( of the c irc ulating mc clium. The practice of 
dep<»sit banking and of pavment by c lu‘c k has takcai little rcxit in 
1 laiKi'. [i h.is c siablislu cl itself onlv in Paris and a few other large 
unteis, and in these* onlv for a limited circle of bankers and 
w holc s.de* de .dei s. Most transac tions, large* is well as small, are 
se'itle*cl in B.mk ol hr.uiee notes, I lenee deposits form only a minor 
pail irsti.db less th.m a cjiiarter — of the demand liabilities of the 
Ikmk. Ag.iinst thc in. .is against its notes, the Ikink is required to 
hold .1 minimum gold resc i x e ol per c c'Ul. 

A su bst ,in ( i.i 1 j).ni ol the dc*j>osits at the Bank of France consists 
ol bal.m(e*s he ld loi the* oihe‘r l*'rc*nc h banks. I lu*se other banks 

' the m.itlr ill \^\ uliiili tlu* eliiccltxs \\e*Tc to Ik* chosen by a 

in«'» i.Hn ti.uuliiM'. w.is iioi likclx tu make the ho.inl Irss conservati’e but 
It 111 a i{N iIispnMiion to iiiUm nee the i;o\ernmeiU's action aiul its power to do so. 

■ ''I T C li.ipu l ^ I I . 
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generally find it convenient to keep a part ol their reserve re- 
sources in this loriu and they constitute the huger part ol the 
Bank s deposits. One consideration is that sm ii deposits enable 
them to use checks drawn on the Bank of France for jnu poses of 
clearing. Another is that they are enabled io make use of the wide- 
spread facilities ol the Bank for the collection of obligations due 
them. 'Fhe main consideration is that deposits with tlu‘ Bank 
afford the nicest effective means of access to further supplies of 
notes, whenever extra cash is needed either to meet calls arising 
in the ordinary course of business or to meet unusual c alls. 

'Flic operations of tlie liank of France in one sense permc'ate the 
entire country more than those of cither central banks do, and 
yet in an important respect less so. Its notes c irc ulate tliru the 
length and breadth of the land, and its branc hes and agenc ies at e 
widespread. In additic^n to the central ollice and several branches 
in Paris, it has branches — altogether over a hundred and lifty — in 
all the principal cities and towns. Fhe branches, thc^ under c lose 
supervision of the head offic e, are permitted to perform most of the 
ordinary operations cd banking. I'hey discount bills, make loans, 
accept deposits. J1ie Bank maintains also nearly five hunched 
minor agencies and c^flices in all parts of the c:ountry. 'Fhese do not 
acc ept de|X3sits; their main piirpc:)se is to facilitate the making and 
collection of [xiyments whic:h arise in the course of the financing 
of business, not least among which are those arising in connection 
with the principal and interest of the public: debt. 

Nevertheless the Bank’s connection with the business c:c:)mmu- 
nity at large is nc:)t so close as all this woidd indie ate. I'he limitation 
is the result — very likely a fortunate one — cjf an old statutory le- 
ejuirement, strictly enforced, to the effect that commercial pajjcr 
in order to be discountable at tlie Bank must have three “names” 
— i.e. three persons liable fcjr its payment when due. Fhe ordinary 
bill of exchange — and this form cjf commercial paper remains tiie 
usual cjne on the Continent for domestic as well as for international 
paper — has by its nature only two “names,” thcjse of the drawer 
and the acceptor. The Bank cannot discount a bill unless there 
is a third name (indc^rser) . This is c (jmmonly the name of a 
private banker, who first discounts to the borrouou and tlien re- 
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discounts at tiu* liank. Oltcii he does not rediscount at an early 
stajL'e in the operation but waits — according as he himselt may 
need tlie (onnnand oi ready iiioney — until the time approaches 
when the bill (onies due. The Bank rediscounts an enormous 
number of sue h bills having but a sliort time to run. Not only are 
tIu* pie( es many, but on the average each one is f(jr a small amount. 
J he Bank thus finaiK es at its bram hes myriads of credit trans- 
ac lions lor persons (d all kinds and yet conies into direct contact 
with few of them. In this regard its relations with the public are 
diffeient fioin those* of tlie great |)rivate banks of England, Scot- 
land and (.anacla. I I use* also have a large* number of widely 
scatteiecl branches. Not being lettered bv law as the Bank e^f 
franc e* is, and being able to e*xte*nel loans cliiec tly thru the e loation 
of deposits, their conne*c tion with the business community is epiie:k 
and cliiect. 

Hence* the* Bank of fiance, not withstanding the permeation of 
its lac iliiies. it inains e*sse*nt ially a banker s bank. It is the court ol’ 
last ic*sort for all the banking institutions of the country. The 
Healing house* pavinents of the large cities, and above all those 
of I’aiis, aie made* thru e he c ks on it. .Ml large banks kee|) deposits 
with it, and re ly on it for aid in time's of pressure* or distress. The 
habitual resort to it for rediseouuting gives it a power of control 
ove r the banking svslem as a whole. Its rate aflc c ts the entire bor- 
rowing marke t, liy its direc t dealings with some* business concerns 
(c hie'llv laigei one's) and with the great private* banks, and also by 
the* less direct proceclure of reeliscouni. When its rates are low, 
i.itc's thruoul are* low: when high, all rates are higli. On the whole, 
the* tradition ol bank e)pe*r<uions in Eraiiee* is dial the* discount rate 
sh.dl be* low, and shall e hange* slowlv: a tradition which the Bank 
is able to maintain because it is in the position to c reate that form 
ol eie*eiit mone v notes - whieh elominate*s the* c ireiilatim* me- 
dium. 

vj j. As with all Central Banks, the operations of the Bank of 
fiance are* e loselv conne*c ted with the public tmances. 'Ehis is in 
iHU* wav a matter ol no great economic significance, being merely 
a matter ot the handling of the government receipts and pay- 
ments anel ot the public debt. But it is of the first importance 
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in that the volume of the circulating medium is settled chiefly 
by the Bank’s notes. In England and the United States the Central 
Bank’s control of the circulating medium is indirect, chiefly thru 
action on the deposit structure; and the results of this situation, 
as ^ve have seen and shall see still more, arc not of a simple or 
predictable kind. In France the quantity of notes is the main thing. 
They were, indeed, long limited in total amount by the law; but 
the amount permitted was enlarged not only with the growth of 
population and wealth but also — what proved of enormous im- 
portance — when a war brought sudden fiscal needs. In two great 
periods of stress, 1870-71 and 1914-18, the Bank was authorized 
to put out a much greater volume of notes than before, placing 
the money at the disposal of the government. The notes were 
made inconvertible; the Bank in effect became the agent of the 
government for issuing inconvertible paper. In both periods the 
process was less sudden and erratic, and probably the volume 
was less than would have been the case if the paper had been put 
out by the government directly. In 1870-71 the Bank was able to 
be of service to the country in this way without sensible derange- 
ment of the price level. vSo skillfully did it manage the operations 
on that occasion that no noticeable depreciation set in, and specie 
payments on the old basis were resumed without difliculty in 
1878. Very different in degree, tho not in kind, were the results 
that ensued during and after the war of 1914-18. The gov- 
ernment again borrowed from the Bank on a vast scale; in re- 
sponse the note issue was multiplied many fold. Prices soared to 
four or five times the pre-war level. For a decade the French mone- 
tary supply consisted in the main of a huge mass of inconvertible 
paper, with a maximum limited by law but always in danger of 
enlargement by new legislation. After the war the heavy gov- 
ernment borrowings from the Bank gradually ceased. 7 Tn years 
after its close (1928) notes were again made by law redeemable 
in gold, but with reduced content of the gold franc. Probably the 
inflation had been kept within bounds that were comparatively 
moderate (in view of the prolonged and enormous strain) by the 
( ircumstance that the notes were tliose of the Bank, not govern- 
ment paper. But it was still so great that, as has already been noted. 
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the tmiK WHS finally rlcvalued and a luiidi higher price level in 
u ims of “fraius’' was ataepted once lor all.' 

r,. riic Bank ol l'ni»land is the oldest and most famous of the 
141 cat modem hanks. It resembles the Bank of France in the im- 
j^oilant particular (hat it has lon^ been the fenmdation of the 
(onnliy’s entire monetary structure and the source to which both 
public and private finance* turn in times of stress. It differs from 
the liank ol fiance and from all other central banks in its organ- 
i/ation. its traditions, its ways of working. .Most important of all, 
the nionetaiv svstc in whic h it supports is different. 

I he Ikuik ol I nglancl. to lepeat, is a private corporation. Its 
shau liolcleis. like those of any othei private undertaking, rec:eive 
ciiv idc*ncls. 1 he shai c holclc*rs, moreov er, c*lec t the board oi direc'tors 
known as the “( iourt ’ - -and the directors in turn choose from 
(lic it numbei the* exec utivc* c)fhcc“rs. I Iu*se consist c)l the gov^ernor, 
the* dc’ptilv govciiior, and the c c)ni|)trc)llc‘r. The governor and the 
de|)utv arc* appointed to oflic e for a term of only two years; the 
comj)ti oiler holds ollicc* lor lilc*, his i esponsibility being by tra- 
dition that ol assuiing a continuity of policy. I'hiis the Bank of 
!• ngland is m.uiaged. so lar as the letter of the law goes, (piite with- 
out goveiniiic'iit intcrvc-ntioii. But tlie established customs and 
II adit ions aie no less binding than the law, and are in this c ase of 
economic c onsc*cpit*nc c* at least as great as it thc*v were established 
and delmed by law. lU long expt‘iience the Bank has come to 
appieciatc* lullv its public responsibility, and now' conducts its 
allaiis in esseiitiallv the spirit of a public institution. 

In stnutuic* the* Ikuik of Fngland is dilhrent from any other 
cc nti.d b.mk. It opc*iatc‘s no branches (in the usual sense) and has 
no othc i cillice than that in I.ondon. Its organi/ation is regulated 
bv the Bank .\c t of iSjj and l)v later legislation which follows 

‘ I lu' m.iMiMinn nl tlu* l).mk noir issue uas i.Sjx) millions of fr.nics at the bcRiii' 
luiiv; ol lUr \N.n <.1 iS;.. ;i, aiul h.ul lieen i.iivol to milli.ms when specie 

j'.iMiunis \\<i( til iS^s. I In- coi lespoiulin;.; (i'.;nus lot ||i(. ^var of Kjij-iH 

I-.V001I inillioMs in i()i I .Mul p.iHMi millions in njjS. | Ik k* ,,,, Innirei j 
Iniiii io ilu h.i.il Hole issue nl the Hank o( l iaiu*-. ilu- ioiinei le-.i| pi()\isir>n Iiavini: 
luen u |w .ilr.| !»\ iln* Vtoneiais l aw ot in;:S. I he s.nne law pmMdis ,iiat the Bank 
'hall hohl a -M.hl leseoe of y, pel <eiu ol the tomhi ied .imnnni of its notes in 
»iuiilait«>n am! its liahilities on (iitieiit aoonnt. 

VVn V\\e p\o\>\i \\\s lA v\e\a\uaVvo\\. ivnwyiAic \mv\\ \n\\ac \s saw\ \)c\o\s . C.hA\Wei 
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the principles of tliis , — the “Bank Act.” I'lie salient feature is the 
(oinplcte separation of the issuaiuc of notes and the rnana<»einent 
of dej)Osits. Notes are put out by the Issue Depart ineni, which has 
that function only. Deposits are nianau;ed by the Bankino- Depart- 
ment, and in this the real business, or at least the main business, is 
conducted. To all intents and purposes the two departments are 
separate institutions. 

The operations of the Issue Department are strictly limited. 
Bank of England notes are legal tender money, and their issue 
is carefully regulated by law. llj) to a speciiied amount notes might 
be put out under the Act of 1841 without any gold cover. Against 
these notes the assets held by the Bank — which has free choice in 
the matter — consisted mainly of government securities. For every 
note beyond this amount the Bank had to hold pound for pound 
in gold. The speciiied uncovered amount was fixed in 1844 at 
£14,000,000. It was provided that, as other banks then having the 
privilege of issue should come to lose that privilege, the limit of 
the uncovered notes of the Bank should be correspondingly en- 
larged. The expectation was that the otlier banks would gradually 
cease putting out notes, and that the Bank of England would in 
time secure a complete monopoly of issue. Under this provision 
the Bank’s “fiduciary issue,” as it is called, had risen to £H), 7 r)^^»’ 
000 in 1923, by which time the old banks of issue had practic:ally 
disappeared and the Bank had achieved a monopoly of issue. 

ddie fiduciary issue was later increased immensely; another 
among the far-reac:hing changes brought about in so many direc- 
tions by the war of 1914-18, Until 1914, no Bank of England note 
could be issued for less than £5 — a restriction which, since it 
caused gold coin to be resorted to for a great number of transac- 
tions, limited very much the use of ncjtes. During the war, henv- 
ever, the government stopped gold payments by the Bank, thus 
abandoning the gold standard. Gold coins were withdrawn from 
circulatic^n and gc^vernment paper issues cjf denomination Utss than 
£5 (so-called currency notes) were put out by the Treasury to 
take their place. When the gold standard was restored again in 
1925 a change of vital importance was made; it was decided to give 
up the use of gold coins altogether. Accordingly, under the Cur- 
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i c*ii( y and Bank Ncjtcs A( t of 19^^* amalgamated the T leas- 

niy note issue with that of the Bank, the lestiiction 011 the de- 
nominations (jf l)ank notes was removed and the Bank was 
authori/ed to print £1 and los notes. Notes were made redeem- 
able in gold, but only in bullion and when presented in large 
bloc ks. Ciold (oiild still be had fc^r industrial use and (more im- 
portant) for shipfiient abroad. But gold was no longer coined. The 
new notes supplanted the lormer scjvereigns and half-sovereigns. 
To recpiirt* the Bank to keep 100 per cent in gold against this 
added liability would have impejsed a serious and quite unneces- 
sary burden, f he limit <jf the uiKovered issue, therefore, was 
laised tc; £2^0,000,000. At this figure it stood in 

d he j)rin( iple upon whic li this kind of regulaticjn of the note 
issue originally was founded can be stated in brief terms. There 
is a certain inininiuin vcdunie of notes which always will find a 
ready c irculation, at any given stage of the ])rice level, because 
they are indispensable for hand-to-hand payments. It is this amount 
whic h is he ld in mind when fixing the fiduciary issue. So far, nc;)tes 
( 4in safely be issued without gold cover bec ause they will never be 
presented lor s|)e( ic*. The total volume of notes in circulation had 
alw.iys been much bcNond the fixc*d limit cif uiu()\ered issue. But 
the notes issued oven and above this limit had be*en backed in full 
bv gc del .ind tem.uned so. As under the .\e t of iS j.j, they remained 
under that ol 192", in the nature of e en lilie ales of deposit. Con- 
ceiv.ibly these- notes might on occasion be presented for specie. 
Sinc e*, hoveeve-r, the- full amount of spec ie is held for their redemp- 
tion, c onve-i tibility is assure*d. 

A sysie-m of this kind is entirely appropriate for a community 
where j).ij)e*r notes hold a predominant plac e in the money supply. 
But the si tu.it ion is not so simple when notes are no longer the 
dominant e-le-meni. In a deposit-using community such as Great 
Brii.iin h.is been so long, regulation of the note issue docs not 
sullie e for monetarv st.ibililv. I'o understand how far and in what 
ways the British svstem conduces to this end, it is necessary to 

^ Afirr J.iiiu.iiv ir,. tlu* limit uas to lx? 

Somrilimi; inoir will In* s.ii*! picsfiulv (in Cliaplcr lx?low) on the practice of 
suhstitiitiny; p.ipi-r cntiich tor >;ohl in liaiul-lo-hanil |>a\nicius ami on the impor- 
lame ol iltis piauiio in the working of the golil slaiulanl. 
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examine the position and operations of the riore important part 
of the Bank of England, the Banking Department. 

§ 6. The Banking Department is the center of a great system 
of deposit banking. England and Scotland are permeated by banks 
of deposit. The number of these, formerly considerable, has been 
much reduced by a series of consolidations; a tendency toward 
banking units of large size which is observable in other countries 
also, and was accentuated in Great Britain during the war years 
1914-18. The total volume of business and of deposits has not 
declined but rather risen. The banks utilize to the full the ma- 
chinery of checks and clearing. All of them, many or few, large or 
small, sail close to the wind as far as reserves are concerned. Here 
again there is remarkable freedom from legislative control, banks 
being governed by tradition and custom rather than by law. Part 
of their resources, often a considerable amount, is invested in 
consols, which are readily salable; and they have a good deal of 
“money on call,” that is, demand loans. Their actual cash, how- 
ever, is usually at the minimum of “till money” needed for cur- 
rent demands — often not more than five per cent of deposits.^ But 
they do keep, in addition, a certain amount on deposit at the Bank 
of England and this they regard as perfectly equivalent to cash on 
hand. Their deposits in the Bank serve to facilitate clearing, checks 
on the Bank being used for the settlement of clearing balances; 
they serve also as a resource to be used in case of general uneasi- 
ness or of unusual demands upon the banks for cash. These de- 
posits, therefore, act as reserves. They arc to be counted, along 
with what the banks hold in actual cash — which cash is largely 
Bank of England notes — as reserves against deposits. 

There are, then, in the Banking Department of the Bank of 
England great deposits payable to other banking institutions. 
These deposits are of more than ordinary importance. Since they 
are used as reserves by the other banks and are liable to be drawn 
upon heavily in case of emergency, they need to be amply secure. 

^ Until 1914 that cash was (over and above subsidiary coin) partly gold sovereign, 
pieces, in large part Bank of England notes. After the war, all of it was paper. 
Gold was thereafter held by the banks only in the form of bullion, and this not 
for cash purposes but for possible accommodation of customers (bullion dealers) 
who might want it for transactions connected with international payments, or for 
use in the arts. 



MONEY AND BANKING 


[Ch. 26 




So also must the oth(*r deposits of tltc Bank be secure, those due 
to its iion-l)ankiiij^ ( usiomcrs — usually firms conducting large-scale 
financ ial opeiations — and tliosc* due to the gc^vernrnent. The de- 
mand liabilities of the Ikmk of England must be safe. Yet the 
Bank is under no legal obligation to keep any specified holding 
of cash against its deposits. Only by traditiem and custom is it 
bound to keep a reset ve or. rather, the reserve — the store of cash 
on whic h the* business (ommunity looks as the stay and prop of 
the entire banking system. That cash is ordinarily kept at between 
lolly and fifty per cent of the* dcinand (clej)osit) liabilities — 
vastly more than is usually nc(c*ssary. The Bank is not managed 
in this regaicl piimaiily for ptolit. It is managed as a public in- 
stitution. It keeps a reserve large enough to satisfy all but the 
most c*xti aoi (linaiA demand lor casli, one huge enejugh to main- 
tain the solidity ol the l.nglish monetary system. 

'Mu* mc'c hanism by means of \vhi( h this r(*serve is made avail- 
able* to the (tther banks is unusual. Ehe English commercial banks, 
mdike those in most countiic's. do not as a rule borrow directly 
bom the (cntral bank. I heii ac c t*ss to the* resourc es of the Bank 
ol f ngland is indiicct. A good deal of theii own assets, as was 
noted above, is in the form ol demand loans, made chiefly to the 
“bill brokers. ’’ I hc'se* linns, often of Itigh repute as regards bc^th 
means and ( ()mj)eien( e, ai e espec ially iinpoi tant in the London 
monc*y market. Ehey ac t as iniddlc inen in the* handling c^f com- 
meiiial p.ipc*r: usually eac h of them spec ializes in that c^f a given 
iiadc* or legion, l lu v buy pliscount) whatever bills are c:)ffered 
lor sale on the* market and either sell them again to the varic:)us 
b.uiks Ol hold them until maturity. ’Lheir operations are carried 
on largc'lv by me.ms of funds borrowc*cI on demand from the banks. 
The bill brokers Uiwc the privilege of taking their holdings of 
commercial |)aper to the* Ikink of England for discount, and it is 
thin them that the* b.mks are able to draw on the cash resources 
in the* Ikuiking Depaiinuni of the Bank of England. When 
the banks find ihc insilv c‘s running short of e.ish they call their 
lo.ms to the* bill broke ! s. The latter, in turn, in order to obtain the 
;ash to pav oil iheii borrowings, take commercial paper to the 
l entral institution lor discount. The greater the need of the banks 
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tor tash, the larger is the volume of diseomuing at the Bank of 
England. It is hy this jjrocess that tlie reserve o' the Bank is put 
at the disposal of tlie entire banking eomnunuty. When a strain 
has passed and there is no longer a heavy rail for eash, loans to the 
hill brokers are resumed by the eommereial banks and the brok- 
t rs need no longer present paper at the Bank for diseonnt. As the 
diseounted paper held by the Bank (omes to maturity and the 
collections upon it are made, the reserve is gradually built up 
again. 

§ 7. The operations of the Banking Department are not con- 
fined to discounting. In fact, as far as tlie law is concerned, they 
are not restricted at all. When the Bank Act was passed in 184.1, 
the Banking Department was considered unimj)ortant. Regula- 
tion of note issue alone was deemed necessary. Experience soon 
showed that this was far from suflicient. It appeared that when- 
ever a crisis occurred pressure was directed on the Banking De- 
partment. 'Eo this the commercial banks looked for (ash; to this 
the uneasy and hard-j3resscd financial community looked for ac- 
commodation. Tiiis liad happened before, and is indeed the in- 
evitable outcome of any system of widespread deposit banking. 
Yet no account was taken, either in the legislation of 184.^ or in 
that (3f any later date, until the reorgani/ation of i()2r), of needs 
in time of crisis. So capably did the Bank conduct its affairs, so 
steadily did it recognize in successive cri.ses its public resjxmsibili- 
ties, that legislation was iKjt called for. As regards banking opera- 
tions proper, the Bank still has a free hand to cany out whatever 
measures it deems advi.sable. In practice this proved to be an im- 
mense advantage, for it enabled the Bank to develo]) thru experi- 
ence a strong technicpie of central banking; a tec hniejue by no 
means perfect, yet probably more nearly so than could have been 
devised by legislation. 

In the rush for safety in times of crisis, banks want cash where- 
with to allay the panic-stricken depositors. Merchants want not 
so much cash as accommodation. Ehey want to l)e “taken care 
of.” Being in fear of inability to meet existing or accruing 
liabilities, they want to be sure of loans or extensions of loans; all 
of which the banks can do for them if panic is allayed. When a 
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storm is brcwinj^ tlir reserve of the Bank ol Kn^j^laiid is put to full 
use; (Iis( oiiius im rease aiui c ash flows out in the manner described 
above. Ordinaiily this has been suflu ient t(^ dispel the prevailing 
uneasiness. But on scmie occasions the drain has been so great as 
to ( ompletely exhaust, or almost exhaust, the reserve of the Bank. 
In the (lisis of iH jy, and again in iHr^^ and i 86 ( 3 , exactly this 
hap|H*ned. To meet the dilemma resort has been had to the odd 
but ellec live devic e of “suspending” the Bank Act of 1844. The 
Ikmking Department, it must be remenil)ered, never has held 
moic than a negligible amount of spec ie; the* bulk of its cash is in 
the notes put out by the* Issue Depar Itnent. If it runs out of notes, 
it has under the Ac t no way of proc tiring more. But when the Act 
is suspended and the limit to the uncovered note issue thus re- 
moved, the Banking l)e])ai tinent c an take to the Issue Department 
govemnuait securities and get notes in exc hange. I he suspensmn 
of the Ac t thus |)uts additional supplies of cash, potentially un- 
limited, at the disposal of the Banking l)e|)artment. d'his curic;)us 
devic e proved to serve tlie purpose, and so c ame to be ac cepted as 
pait of the systc'iu. The drain on rc\serve neve r recjuiied additional 
uncc)\eic*cl issue to any considerable extent; the mere knowledge 
that the* rc’somc e was a\ailable sullic c’d to cjuell panic 

To m.iintain its rcsei\e the Bank adjusts its rate cd discount, 
raising the rate when the rc-serve is undesirably small, lowering 
it when the reserve is nc*c‘dlessly large. A higher rate tends to dis- 
comage discounting and so to curb the drain ol cash from the 
Bank; .1 lower late makes discounting easic*r, and permits cash to 
How out freelv. More than this, the level of the “Bank rate” af- 
lects the entire monetarv situation. Partly l)c*cause the Bank of 
Fug land holds the basic monetary reserve and can be very gin- 
gcalv in extc'ucling accommodations, partiv also because the Bank 
has attainc’d great prc'stige. its discotint rate becomes a guide for 
all the banks and linaiu ial houses. I'hev adjust their interest rates 
on loans of all sorts ac cording to the Bank rate. .Vnv movement in 

^ l iuk*i ihf Alt ot this iclii ol the nincU'cnili was done awav with, 

the IVink hciijn |H’i iiiiiit'd to iNMu- additional cintovcicd notes under authoriza- 
tion ol the lieasuix. this uhole seiies ot Ic^isl.itixe le^idatiou hciaiiie ohsolete 
when Ciie.it Ihit.iin ihopped the entile gold standard in 1931, See lx-lo\v, Chapter 
30. on the Ciold Staiulaid, r,. 
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its discount rate affects the pace of lending and the volume of all 
bank deposits. 

There is a second instrument of control: the purchase and sale 
of government securities by the Bank. These “open-market opera- 
tions,” as they are called, are used sometimes in conjunc tion with 
the Bank rate, sometimes in place of it. A purchase of securities by 
the Bank puts into the money market cash which soon finds its 
way into the commercial banks. It increases the resources at their 
disposal and so makes for easier credit conditions. A sale of securi- 
ties on the other hand tends to tighten credit; it draws cash from 
the banks and hence makes for higher rates of interest and a re- 
duced volume of lending. Open-market operations are most often 
used not so much to bring about a positive change desired by the 
Bank as to counteract other influences which act upon the banking 
situation; they are used rather to maintain things as they arc than 
to bring new conditions. By combining them with changes in the 
discount rate, the Bank is able to influence money and credit in 
ways quite different from the simple limitation of note issue which 
was thought in to be the one thing needed. Not that the Bank 
has power to regulate things exactly as it wishes, nor that it can 
create and maintain a perfect monetary system; but it is able to 
impart to the top-heavy and vulnerable deposit structure a high 
degree of strength and stability. 

§ 8. The relations between the Bank of England and the gov- 
ernment are in the eye of the law purely of a voluntary sort. The 
Bank is a private concern, and has dealings with the government as 
such. It acts as a banker for the government, holds on deposit the 
funds of the Treasury, and serves as agent for the Treasury in many 
financial matters. Ever since its founding in 1694, the Bank has 
been a lender to the government. In ordinary times the loaas arc 
on current account (say in anticipation of tax revenue) like those 
of a bank to any customer small or large. But in times of stress the 
loans have been of vast aiiK^imt and have affected markedly the 
whole financial, monetary, industrial situation. During the Na- 
poleonic wars, the loans were so large and the consequent drain 
on the Bank’s resoinces so great that the Bank had to suspend 
specie payments. During the war of 1914-18 specie payments 
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were a^aiii siis|x*!Kk*(l, aiul the Bank’s aflvaiucs to the government, 
its note issue, and its j)uhlie and private deposits reached 
eiioi inoiis pi oj'oi lions, all leading to a great inflation. As in the 
(ase ol the Bank ol Idaiue, the inflati(3n and derangement were 
prohahly less than ii there had been diiet t government paper. 

With the ojiening ol the fVjinth decade ol the twentieth cen- 
tmy a new and e\en more impcntanl |)()sition began to be con- 
(ei\cd loi tlie l»ank ol I’ngland and indeed lor Gentral Banks in 
geneial. rndeil\ing the new conception was the belief that more 
might l)c‘ done* and should In: clone to prevent the upset of the 
business community by c risc*s,- -to aid the government and the 
public in peace* as well as in war. A central liank might become 
the insiinmeni loi maintaining the stability not merely of current 
Imanc ial opc i.itioiis but also that of the* pric e* level; and, further — 
much more* clillicnii and lar-reae liing — to maintain the stability 
ol the* e*ntire inclustiial structure. 

A |)olic V looking to mone*tarv stability, while* not entirely novel, 
n.itinallv gained moie and more attention when the gold standard 
was gi\e'n up in I lien the* epiestion had to be* faced on what 

piincij)le‘s the new money was to be managed. What end was to 
be* , limed at? Stable pi ic e*s or higher prie es? Stable money incomes 
01 c hanging mone\ income s? and what kind of banking system was 
.id.ipted to the* end chosen? A poliev ot the* se*cc)nd kind, looking 
to inclustiial siabilitv. was piompted bv the* long and severe crisis 
that lollowed i he* c ol la j jse* c >1 ip2p. In e*\t*iv direction and in e\'erv 
eoimiiv the call was foi public measures to allay this depression 
and tcj pie*\e*iu 1 ec in re lic e*s: and one obx ious wav was to improve 
the moue'taiA and banking structure. New possibilities and new 
aims lor ( eiilial Banks were disc ussed as never before, especially 
in the* I* nglish speaking countries. On these m.itters something has 
ah each be e n said, .md ilierc* will be more as we proc eed. It is 
etiough to note* heie that the traditional organi/ation and wavs of 
the* Bank ol I ngland came to be loc)kc*d at more criticallv; with 
(\hat eventual onteome no one can foretell. 
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CExNTRAL BANKS. THE FEDERAL RESERVE 

SYSTEM 


§ 1 . The old National Hank System. The Federal Reserve System; the Hoartl 
of Governors and its powers. — 5^ 2 . Note issue by the Reserve Hanks only; 
Deposits in the Reserve Hanks. Reserve rc(|uiremeius for the Reserve 
Hanks. — § Working of the System in times of j)anic. — Reserve re- 
(jiiirements for the Member Hanks. Flexibility of the system in its more 
recent phases. — § 5 . Rediscounting. — Gther instruments of control in 
the Hoard’s hands: changes in the rate of discount; open-market opera- 
tions; power to alter reserve requirements of Member Hanks. — 7 . (Char- 
acter of the system as a whole, and its future. — 8 . Central Hanks in 
general. Sole issuers of paper money. New and growing functions and re- 
sponsibilities. 

§ 1. We turn now to the United States. Thru tite greater part 
of its history this country furnished the most important example 
of decentralized banking. Even under the National Bank Sys- 
tem, inaugurated in 1863, there was no pooling of reserves, no 
true centralization of note issue, no bank for bankers, no unilied 
monetary control. The law laid down recpiirements for reserves 
against deposits in the national banks and it stated conditions gov- 
erning their issue of notes. But each of the national banks kept 
a reserve in its own vaults, and each issued its own notes. Notwith- 
standing serious defects in these directions, the system was much 
better than what had preceded. Notes of State banks di.sappeared, 
being taxed out of existence, and those of national banks were 
assured of goodness and acceptability thruout the country. Stand- 
ards of banking practice were raised by restrictions imposed in the 
law and by the creation of a supervisory ofhcial, the Ck;)mptrolier 
of the Currency. As regards deposits. State banks were not touched 
at all by the federal legislation and were little regulated by the 
States themselves. Signiluant was the legal regulation of the re- 
serves to be held by the national banks; this step .scpiarely faced 
the fact that deposits are money (check money) and need control 
for essentially the same reasons as bank notes. 

363 
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Just Ilow and why the system proved inadequate need not here 
he ( onsitlered in detail. It is enough to say that in one crucial 
l espec t it proved a failure. It could not stand up under stress. The 
plan of legally re(|uired reserves against deposits did not bring the 
expet ted results. What happened was that in times of activity the 
hanks sailed so dose to tite wind in the matter of reserves that 
on th(‘ ot t urreiHe (d a c risis they were rarely in a pt^sition to meet 
sudden gr(‘at demands. Repeated failure in this regard led finally 
to the establishment in of a system of central banking — the 

federal Reserve Systtan. 

rh(‘ f'ed(‘ial Reserve System differs from the Kuropean models 
of (entral hanking in many ways; most ( onspicuously in that it 
is mu( h less highly (entralized. Instead of one bank, there are 
twelve, located in as many principal <iti(‘s and named according 
to theii hxatioti- the federal Reserve Bank of New York, of 
Ghicago, ol San f iaiK isco, and so on.’ Kadi of the banks serves 
its geogiaphit al distrit i and ea( h has its own (onmuinity of cus- 
lomeis ‘member banks” —among the (ommercial banks of its 
distrit t. Khis arrangement, dic tated largely by a strong desire to 
a\c)icl concentration of powc'r in the hands of a single institution, 
has distinc i aebantages: ready availability of the c entral banking 
lac iliiies in e\er\ pat t of the country, and ease of adaptation to 
the* clilleiing luccls of different regions. The maintenance of a 
consiclerahle number of branches in otlu‘r than the designated 
c ities twentv live in iqgS — promotes tin* same purpose. 

Khe arrangements as regards ownership and control are uniejue. 
I lu* f ecleial Reserve lianks are ne)t public ly owned, neither are 
they in the usual sense privately owned. No individuals may be 
stockholders, .mcl the member banks, who are the stockholders, 
are* com ftrllrd to hold stock in specifie'd amounts as a eondition 
of membership in the system. Hie member banks include all the 
loiinei national banks and a large number of State banks and 
trust companies, which are permitted (under suitable eondi- 
lions) to join the system. But the member banks, tho thus the 
owners e)t the Re*serve Banks, have by no means the same control 

’ I lu' iwflvr lilies arc Hoshm. New York. IMiilailcIptiia, Clevclaiul. Richnicjiiil. 
Atlanta, t liiiam), St. I.Duis. .Nfiiincapolis. Kansas City. Dallas, San Francisco. 
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as stockholders in a corporation usually have. True, they elect six 
of the nine directors of each Reserve Bank; but this is about as far 
as their powers go. Fhey have no positive authority in determin- 
ing the operations of the Reserve Banks which are their property, 
least of all any authority in governing the affairs of the Federal 
Reserve System as a whole; and their divideiuls on the stock which 
stands in their name are limited to 6 per cent, any excess above this 
going to the National Treasury. 

The real guiding and managing agency for the System as a 
whole, and for its constituent parts also, is a central body, the 
Board of Governors of the Federal Reserve System,^ commonly 
spoken of as the Board. It is com|>osed of seven persons ap|)ointed 
for long terms by the President, one of them selected by him to 
be Chairman. The Board has been given wide powers over the 
Federal Reserve Banks, both as regards their executive personnel 
and as regards their operations. Three of the nine directors of each 
Reserve Bank are appointed by the Board, and one of these three 
is designated by it as Chairman of the Directors and Federal Re- 
serve Agent. Moreover, the President and the First Vice President 
of each Reserve Bank, who act as its chief executive oflicers, tho 
chosen by the directors, must be approved by the Board. 

As regards operations, the Board’s control, somewhat limited 
in the earlier legislation, gradually came to be great. From the 
beginning it included the authority to examine the accounts and 
affairs of the Reserve Banks, require them to rediscount for one 
another, and “exercise general supervision.” It included also the 
power to review the rates of discount fixed by the several Reserve 
Banks. The main responsibility in the determination of policy 
had been left originally in the hands of the several Reserve 
Banks, because they were thought to be in more immediate con- 
tact with the economic affairs of the several parts of the country 
and hence in a better position to devise and execute appropriate 
policies. This arrangement was altered by amendments, especially 
by those contained in the Banking Act of 1935. The powers of 
the Board by 1935 embraced substantial control over the rates of 

'This phrase was adopted in the Banking Act of 1935 to replace the former one 
of “Federal Reserve Board.” 
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(lis( ()iiiit ( har^cfl l>y tiu* twelve Reservf* Banks, opcn-niaiket opci- 
aiioiis and the ollu'r instruineiils oi (ledit pc^lity. Aiithoiity and 
I esponsiliility weie in efiet t (entrali/ed in tlie lioaid. It is the 
position and j)oweis of the lioard that give the system the essential 
features of a great ( entral hank. 

^ 2 , Under the National Bank System, notes issued by the 
national hanks had formed a large part of the currently for hand- 
to hand ( ii ( ulat ion. Under the Federal Reserve System, a new 
j)aper ( ini(*n< y, I'ederal Res(‘rve notes, made its appearance. Na- 
tional hank notes were retired from cin ulation. Federal Re- 
serve notes heiame the largest constituent in the supply of cash 
and the most im|joitant. I hey are issued hy the Reserve Banks only 
alter the deposit ol (ol lateral security with the Board. Xhe law 
re(pii!es that agaitist the notes a leserve of at least p) per cent be 
held l)y the Reser\c Banks and that for the remainder of the 
notes sec uiity he* kept in the* form of commerc ial paper or other 
suitable assets. I he recjuired gold resc*rve of jo per cent is held at 
presc*nt (ic);p)) in gold c ertilicates.^ 

I he* I'ccleral Resc iAc* System does not have* a monopoly of the 
entile* paper moiu'y supply. Fhe United Slates I’reasury issues 
constitute a large* proportion, j)artlv in the form of the United 
State*s note*s, clire*ci government paper survivors of the green- 
hae ks ol the Uiv il War; more largely in the anomalous fc^rm of 
silver e e rt ilic ate s, in e lle e t a sort of suhsicliarv e urrenc v. Fhe Fed- 
e*ral Re*se*rve* issues, however, ae count for the hulk of the paper 
money siijiply; moreover, they constitute the* one Ilexihle element 
in the* note* c ire ulat ion. 

Flu* cle*j)osiis in the federal Reserve* B.mks consist almost en- 
tirely (apart from Unite*d Siate*s Freasury deposits) of those of 
the* memhei h.mks and they constitute the reserves of these hanks. 

I he memhei hanks are recpiired (ic)‘p)) to keep against their own 
demand deposits a reserve amounting to 22:^ j per c ent in the case 
ol ‘ce*ntral re*serve* city hanks.” 17I2 per cent for “reserve city 

* I lu‘ nolil irsciM*. origin. ah hrlil hv ilu* Folir.il Rfsrivt* Hanks in the form of 
lom t)i lujllu)!!. is now lu Ul in (he toiin ot tci islu.iics. H\ the (iuld Reserve 

ot tlu‘ m>l(l holdings of the Fedei.il Reseoe Hanks weie taken over l>y 

the luMsMi\ .iiiil leitilu.ues «;iven iti e\ihan;4e. VVhat will prove to he the 

lin.il ttnuoine Ihmm these tentative moves is not to U* foieseen at this writing 
Sie inha Ch.iptei S‘». on the tioltl Standard. 
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banks,” and 12 per cent for “country banks,” and must keep them 
in the form of deposits with the Reserve Banks Five per cent is 
recjuired against time deposits for all classes of oanks. This figure 
had been three per cent in 1913. The deposits of the Reserve 
Banks include some other items, mainly funds held for the United 
States Treasury, but also deposits due to foreign central banks, 
and certain other deposits. The great item is that of deposits which 
are member bank reserves. 

Since deposit liabilities of tlie Reserve Ikniks constitute the re- 
serves of the active member banks, these deposits are the founda- 
tion of the entire banking structure, and must by tradition be 
amply backed by the Reserve Banks themselves. The law pre- 
scribes accordingly a minimum reserve by these against their de- 
posits of 40 per cent in the form of gold certificates or other law- 
ful money (1939) ; a minimum large enough to give — so it is 
designed — great strength to the whole system. 

§ 3. The principles underlying the reejuirement of a large re- 
serve of cash for the Reserve Banks warrants a moment’s examina- 
tion. The system as established in 1913 recognized that the im- 
portant thing is that not each and every member bank shall keej) 
separately a large reserve, but that there shall be somewhere (in 
the Reserve Banks) a consolidated strong reserve which can be 
made available at whatever point it is needed. By this means each 
and every member bank is exj^ected to have the support of im 
mensely greater cash resources than it could possibly provide for it- 
self. So much of the policy is not open to (piestion. What must also 
be considered is the precise way in which the recpiired reserve shall 
be made available to the member banks. If the Reserve Banks are 
rigidly bound to keej) 40 |)er cent, then under the law they can 
pay out only what cash they may have in excess of this amount. 
The 40 per cent, far from l)eing always available, then tends to i)e- 
come unavailable by the very process of its re(juii ement. 

By subseejuent legislation, however, the rigidity which the Fed- 
eral Reserve System in this regarcl inherited from the old National 
Bank System has been so tcmjiered as to avert any serious consc*' 
queiices in times of crisis. The essential j3rincij)le underlying this 
part of the legislation was from the start that the Reserve Banks 



MONEY AND BANKING 


[Ch. 27 


should he always in a position to furnish ample supplies of cash in 
times of need without depletion of the required reserves. It is 
hardly to he douhted that they will always he in that position. And 
if a ( risis should < <mie when there is no excess and the minimum re- 
(|uiied hy law must he trenched on, elasticity is still provided by 
I he power granteri the Board of temporarily suspending the re- 
(juireinent, subject to a graduated tax on reserve deficiencies. 

It is to he saiti in general on this matter of crises, panics, and 
runs (ju the hanks that it is hard to foresee in what way any scheme 
of legislation will work in practice. When the Federal Reserve 
System was originally proj)osed, the one thing on which there was 
unanimous agreement was that acute monetary crises like those 
of 1^7;^ •''hould he prevented; and the general belief 

was that at least this miu It would he achieved hy the new System. 
\v[ in there (ante a (ollapse as complete as ever. F,ven tho 

the federal Reserve Banks had made heroic efforts to stay the 
pervading fright, the panic hurst, (iold payments were suspended, 
and for a short time all the commerc ial hanks in the country were 
( los(‘d. All this wase aused in part, no doubt, hy weaknesses in the 
general hanking sli iu tin e of the Ihiited States. But it arose mostly 
from causes that go deeper. Private iiueslment, private venturing, 
private management — the capitalistic system — seem to entail the 
familiar alternations of activity and depre-ssion; something of the 
kind sec*ms an inc*vitahle concomitant of |)r()grc\ss. The periodic 
halt and o\erturu in business ojierations is (ommonly accompa- 
ni(*d in a wav, jmnetuated — hy the monetarv crisis, easily de- 
\c*lo|)ing into a panic. That tIuMe is an imderhing connection 
hc'twc'en hanking operations and these industrial fluctuations is 
gc iierallv admitted. The |)rc‘cise nature of the connection is not 
h\ anv mc‘.ms c lc‘ar. The* whole broad problem of how to construct 
a monetarv svstem which will at once help to pre\ent or allay 
irises and he proof against collapse is a |)rohlem which, tho more 
dc lihc ratelv lac ed thati in former davs. is not vet solved.^ 

|. I he reserves which the meinher hanks are rcijuired to hold 
piesent problems of thc'ir own. In the davs of dec entrali/ed hank- 

' On iln> Mill* nl rht* m.iiici intnr is s.iid In'Inw. in C'.li.iptci \’ol. u^ oil Over* 
pKMlin tmn .nut Ci isrs 
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ing all “ready money” or “cash” of any kind was regarded as re- 
serve. Under the present system in the United States tlie only sum 
designated as reserve and re(|uired as siuh is rhat which stands 
to the member bank’s credit at its Reserve Bank. 1 he amount is 
compulsory; the law recjuires a given percentage to be kept at all 
times and under all conditions. As in the case of the Reserve Banks 
themselves, therefore, this “reserve,” while apparently designed 
for use in emergency, seems nevertheless not available when the 
emergency arises. It must be kept intact. The appearance of anom- 
aly is removed, however, when it is remembered that member bank 
reserves are thought of primarily as a means of regulating the 
volume of deposits. In times of panic, when need arises for cash 
to meet runs, a member bank which is believed to be sound can 
secure loans from its Reserve Bank and be credited on tlie latter’s 
books for additional deposits; and against these “surplus” deposits 
it can draw cash and so swell its till money. This recourse to 
the Reserve Bank is available if that Bank thinks the member bank 
sound and deserving of aid in the crisis.^ 

This important element of elasticity was no part of the system 
as formulated in the law of 1913, but rather a tradition that gradu- 
ally develojied and was then confirmed by the legislation of 1935. 
riie change is rather implicit than explicit, but it has altered 
entirely the significance of member bank reserves. The principal 
function of these reserves has become that of limiting the amount 
of the member bank loans and deposits; the real store of emergency 
cash is that available from the Federal Reserve Banks, in the form 
of their notes. 

The member banks, to repeat, must keep in the Federal Re- 
serve Banks deposits up to a stated percentage of their own 
demand obligations. These reserves are quite independent of the 
cash actually held in the banks own vaults. That cash is “till 

^ The statutory requirement made in 1917 was 13%, 10%, 7% for the three classes 
of hanks respectively. Under the discretionary power given to the Board by later 
legislation (the so-called Thomas amendment of 1933 and the Banking Act of 1935) 
for changing these figures, they came to be as given in the text — 22^/i, 17*/^, 12. 
Under the legislation of 1935 the percentages may not l^e lower than the original 
figures (13, 10, 7) and may not l>e more than twice as high. The effect of changes 
in them is still (1939) a matter of experiment, and it is impossible to foresee 
what they will come to be. 
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money” aiul ea( h hank ( an hole! ;is niiicli or as little as it ple.ises. 
Ill the (lays ol dec (riil lali/ed Ixinkin^ and ol legislation .adapted to 
it, till money was the important (‘lenient in legal bank reserves. 
Under the new system the only stim designated as reserve, and re- 
(jiiired as siu h, is ^^hat st.ands to the member banks credit at its 
Reserve Bank. I'he knv at Inst blush seems to require once for all 
a given |)er( entage to be kept under all conditions. As in the case 
ol the National Bank System, the fixed minimum, apparently 
designed lor use in emergency — a “reserve” — is yet not legally 
.available when the emeigeiHy arises. Yet here, as in the older 
legislation ol the Ihiited States — and also in the laws of European 
stales whi( h make simil.n reejuirements — the strict limit which is 
wrilK'ii in the statutes is set aside in times of stress. It serves in 
j)ia( ti(t‘ mainly as an indication of the course which the banks 
should oidinarily follow .and on occasion may be sternly required 
to follow. I hcae is flexibility both by condoning transgressions 
of panic clavs and bv disc r(‘t ion in tlie use of the powers in the 
Board. If indeed a member bank repc.atedly or habitually fails 
to keep its resca \<* up to the amount recjuiic cl by law, it is likely 
to be c .died on to set its house* in order, but this is no part of the 
polic y lollowicl in times of a “run.” 

r,. Me inhe r bank deposits in a Reserve Bank may arise thru 
rediscounting. Rediscounting is not indeed the only prc)ce.ss by 
whic h a member bank can add to its reserve. Others .ue inflows of 
gold coin or bullion wide h by law must be* plac t*(I in the Re.servc 
Ikmks and iluncc* traiislerred into the I reasuTv vaults; open- 
maikc l ojic i.it ions; and fluc tuations in tiu- rrc.isurv balances with 
the Reserxc* Ikmks. But rediscounting, tho ordinarilv the least im- 
portant, mav come to be of the first importance. It is S(3 in case 
of p.mic, - or i.iihc-r it is expected to be so in that case. Then a 
nu ndu r bank is most likely to bring to the Reserve Bank for re- 
discount commeic i.d paper which it has already discounted for its 
customers, the piocceds of the rediscount being placed to its 
c redit as ‘ reseiNc .” The object is to obtain additional reserves, 
or to meet .1 defic ienc v in rc'serves. or to enable the withdrawal of 
c.ish. Whatever the immediate object, there is a strong tradition, 
amounting almost to a compulsion, that resort to rediscounting 
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ill large amounts shall not be habitual. Aniong the careful and 
well-managed banks themselves, this attitude was taken volun- 
tarily from the outset; perhaps in part from a mere wish on their 
part to be free from regimentation and control. The general policy 
of the Reserve Banks — intimated rather tlnm foi nially announced 
— served to establish the same tradition against habitual redis- 
counting for all of the member banks. The reserve once set up, 
the member banks resort to it only as an occasional expedient. 
Free and large use of the mechanism is reserved for times of 
emergency. Then rediscounting causes further deposits (reserve's) 
to arise and thereby additional cash to be made available for 
banks facing a run. It lias already been pointed out that in ic).'FS’ 
when use of this procedure was made on a great scale, it did not 
suflice to quell a panic. Perhaps the situation at that time was the 
result of causes which will not recur; the e|)isode may not be sig- 
nificant of what is to be expected after the amendments of iq.Sf) ’ 
Vet it must bo borne in mind that currency schemes have oflen 
been found to work in ways nc:)t expected. He wc^uld be rash who 
jiredicted unc[ualificdly that monetary panics in the United States 
are a thing of the past. 

It is to be remarked that the tradition against habitual redis- 
c ounting is a peculiarity of the Federal Reserve System, — of the 
United States. In European countries, and notably in England, 
the rediscounting practice is accepted as an everyday matter. Hie 
explanation of the difference lies in the development of deposit 
banking in the United States, its extraordinary permeation, the 
diflicultics and disasters to which it has given rise, the need so 
strongly felt of guarding and regulating it. It is this aspect of the 
case which accounts for the way in which the recjuirernerU for 
member bank reserves has come to be used. The aims and pro- 
cedures arc c:)f a kind hardly thought of when the system was 
adopted; they are the results of experiencx*, and not unlikely t(> 
be c hangc'd again as the results of further expei ience. Ehe F'ed- 
eral Reserve structure gradually c anie to be regarded, after the post- 

^ I he Raiikiti^ Act of 1935 j^eatly relaxed the legal resiriclions governing the 
exiJUNion of credit to iiiefnl)er l)anks hy i'ederal Reserve Ranks. Ft is now (1939) 
possible for Federal Reserve Ranks to lend to member banks upon any acceptaijie 
security, whereas before 1935 strict rules of “eligibility” had to be satisfied. 
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war clc{)rc.ssion of 1921, still more after that of ^ means not 

only of meeting runs and preventing crises but also of controlling 
the commercial banks, regulating tlie expansion of their loans and 
deposits, promoting stability in the monetary and credit structure, 
and thereby stability (jt the industrial structure at large. It was 
a new conception, emerging slowly and gradually, tentative in its 
applic ation, half unconsc ions. Its essence was that the member 
banks were to be held in leash by keeping their deposits under 
( (jiitrol. I he most significant evidence of the official acceptance 
of the wider policy was the provision in the act of 1935 by which 
the Federal Board could inc rease, within limits, the reserves which 
the member l)anks must maintain.’ dhe objective in giving the 
Board this power was not to eiial)ie it to make banks more safe, 
but rather to make- more' cfFc'ctivc* the Board’s control of member 
bank dc'posits. 

jii (). Quite clilferc'iit is another method of control by the Fed- 
eral Reseivc* Banks, one long usccl in Ftirope and used in the 
I ’nitc’d State s also in tlu‘ period following the war of 191/1-18: that 
of changing the discount rate. It is raisc‘d when borrowing is 
thought to be e\cc‘ssi\e, lowerc*d when borrowing is to be en> 
com aged, |ust under what conditions borrowing is excessive, just 
when in need of encouragement, is not easy to say offhand. But 
tlu’ie are c \tiemc*s in both direc tions whic h are recognizable and 
whic h sulhtc' to justify tiu* application of this instrument of con-, 
trol. I low far it c an be* used to acl\ antage* in the* earlier stages either 
of .»cti\itv or of deprc’ssion is unc ertain. .Vj)parentl\ a high rate is 
more* eflc c ti\ e lot c hec king ac tivity th.m a low l ate is for counter- 
ac ting de pression. 

Still another instrument of control, expexted to be used in 
connec tion with the rate of discount, is that of ‘‘open-market oper- 
ations. ’’ that is. the pure base or sale of govei nment securities in the 
open market l)v the Fcxleral Reserve B.mks. Operations of the 
same* kind ha\(‘ long been cairic*d on by the Bank of England. 
Dealings in go\emment sc’curitic‘s by a Rcserye Bank (or any 
(.c*ntial Ikink") have a dilferent effect on the monetary situation 

‘ \ mmiu-wIku siiinl.il pnwci h.ul !>ftMi i^iaiiirtl Uit* UtMiil two \c;ns earlier. 1)\ a 
pioMsioii ut the m) tallcil I hniiias ameiulinciu. 
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irom ordinary purchases and sales. When sccurit'es are sold by 
one person to another there is merely a tninsln of money (de- 
j)osits) from the buyer to the seller; the total monetary situation 
remains precisely as it was before. But this is not the case when 
such dealings are carried on by a central bank When a central 
bank buys, it buys with funds in its hands, or rather with funds 
created by it. The deposits by which it pays for the securities re- 
sult in a net addition to the existing reserve deposits. This new 
amount, turned over in the first instance to the seller of the se- 
( urities, soon finds its way into the member banks and thence into 
their deposits with the Reserve Banks, thus becoming an addition 
to the member bank reserves. It then provides the basis for a 
multiple expansion of loans and deposits by them, thus making 
for an increase in the total supply of money. On the other hand, 
a sale of securities by the Reserve Banks tends to cause a con- 
traction of money. The money given to the Reserve Banks in 
jiayment for the securities cancels an existing deposit with them, 
and thus causes diminution of reserves. 'Ehis instrument, like the 
discount rate and used in connection with it, gives a measure of 
control over movements of the money structure. 

Still a third instrument, already mentioned, was added to the 
armory of the Federal Reserve authorities by the Banking Act 
of 1935. The Board of Governors then was given power to alter, 
within certain limits, the reserve requirements of the member 
banks. This power was presumably to be used only in dealing 
with major problems, as in 1936 when heavy gold imports liad 
threatened to increase excess reserves to unmanageable propor- 
tions. 

There are thus, in the United States, three major instruments 
of control: the discount rate, open-market operations, and clianges 
in the percentages of reserves required for member banks. T\he 
first two have been long in use. The discount rate, the most fa- 
miliar, has proved less effective here than in other countries and 
indeed less so than tradition had led writers and legislators to 
expect. The instrument of open-market operations is newer and 
less tested by experience. Hitherto (1939) the consequences of 
its use has been less great than was expected. Finally, there is the 
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iliiid iiisLi uiiiciit, that of cfian^cs in the icseivc lecjiiii ciiicnts loi 
itu inhc! hanks; the* latest, the most radical, apparently of oreat 
potential j)(juer, as yet (piite untested by expel ience. 

;^7. I'he Kedeial Reserve System obviously is not literally a 
(entral bank. It is rather a centralized system, in which the 
nu'inbcr banks aic the main active parts, the Reseive Banks are 
suj)porlin^ and ] ct^ulatini^ instruments, the Reserve Board both 
an administi at i\ (* and supervising agency and a court ol last resort 
on (|uestions of jK)Ii( y. In the twenty years from establishment in 
19 1 y, to the anuiidatory act of the System grew immensely 

in lange and power. Allho in operation for less than a generation, 
it became in iliai liint* so far-reaching, so familiar in the banking 
and business woild, that it was thought c^f as if it had always 
bec-n and always would be. ^et it is still experimental, not fully 
tested and tried, likely to be modified, loom the first it brought 
possibilitic’s of gic'at expansion of the circulating medium; as it 
grew and developed, (he pcxssibilities for expansion were not 
lessened. I'hosc* paits of the country’s banking systc'in which re- 
mained outside its clirec t domain-- -banks c bartered by the States 
and not joining the Svslian — were overshadowed by it. What the 
ultimate outcome* will be is as hard to predict as is the whole 
couise ol social and economic' evolution. It is toleiably certain 
(hat the trend toward coinj)lete control !)y the* fedeial government 
ove r all pai ts ol the mac hinerv of exc hange, all dej)osi(s as well 
as all notes will |)e'rsi.Nt. I.ocalistic' traditions in the States mav 
for SOUK* time* still stand in the way of the re*stric tion of their 
banking institutions to those investment and lending operations 
which are* (jiiite* divoreecl Iroin the monetary machinery. But in 
the e*nd the entire control of that mac hinerv hv a centralized 
svstem can hardly fail to come. Just what form it will have still 
lemains to be seen: still more cloc's it iciuain uncertain just what 
e\j)c*i ic tic c* it will go thru, and how suc c esslullv so mighty an 
instiuuu nt can be* kc*pt in control and balance*. 

j:;; S. Some* gene ral observations mav now be made about the 
j)osition. func tions, future* of C'eiititd Banks. 

In the lust place, they aie the acceptc'd tmancial agents and 
depositaries of governments. Fliat they are private cc:)rpora- 
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tioiis in form is ordinarily a mere matter of (» nvenicnrc. No 
doubt, as a matter of government bookkeeping and accounting, 
the convenience is great. And there are more substantial 
advantages. The fac t that there is an organization entirely distinct 
from the Treasury makes it easier to discern what the government 
is currently doing, and imposes some check on recklessness. It 
|)robably imposes a check of a similar sort wlien there is urgent 
need of funds, especially in times of war. A ("entral Bank whose 
organizatiem is not that of a mere government department is 
likely to handle the huge financial operations of war with more 
skill and mcjcleration than would the government direct. None 
the less, all things considered. Central Banks remain creatures 
and servants of the government. 

Second, Central Banks have a complete monopoly (or are in 
the way of getting one shortly) of bank notes; and these notes in 
turn arc becoming the usual form of government pa|)cr. The 
monopoly jiosition is familiar as regards direct government paper. 
Less commonly appreciated but more im|)ortant is the fact that 
this paper itself is being supplanted by Central Bank notes; or 
rather, government paper is mote and more widely taking that 
form. In the United Slates some diret t government issues remain, 
su( h as the old legal tender notes (“greenbacks") left over from 
the nineteenth century, or the anomalous silver certificates, which 
are virtually government paper. But the main pajKT money is the 
Federal Reserve note, and that is in reality a government issue. In 
all countries Central Bank notes became after the war of 
not only the main constituent of hand-to-hand cash, but for most 
purposes the basis of the entire circulating medium. Even where 
the gold standard was nominally maintained, it was effective only 
(or international remittances and had but slow and uncertain 
conncTtion with the monetary supply and the price level. The 
great bulk c^f the world’s business was clone? in terms of paper, and 
the paper was mainly in the form of (Central Ikmk noic*s. 

Next, all this tended to bring the Central Banks into a j)Osition 
of new and wider responsibility. They became? the managers of 
die entire monetary structure. Not perhaps of the subsidiary ccjin; 
that has so automatic a character that an independent government 
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agency — the mint — can be left in sole charge. But both hancl-to- 
hancl cash ami deposits were managed by Central Banks, perhaps 
subject, as in the United States, to some prescribed legislative rules 
but everywhere with a large margin of discretionary management. 

Managed, 've say. Fhe extent to which the trend this way is an 
innovation ( an be exaggerated. In a sense money has always been 
managed. Coinage is a hjrni of management; so is the bimetallic 
system and the gold standard. "I he gold standard method, tho in 
some ways automatic and mjn-managed, was niodilied from stage 
to stage. The rederal Reserve System itself at the outset had as 
one of its impen tant obje( ts a new management of the gold stand- 
ard, designed both to make it stronger and to make it work more 
smoothly. 

And yet it is true that after the war of 191 1-18 a new phase was 
(Mitered in whi( h the notable writings of Mr. J. M. Keynes were 
both a sMiiptom and a powerful stimulant. Management, it came 
to be felt, should be a matter not merely of smooth wenking from 
day to day and year to year, but of steadiness and continuity for 
the money hum hanisin over longer periods and for larger pur- 
j)oses. i'he achocacy and a('(ej)tan(e of greater resjx^nsibility 
biought a new point of \ ieu on the range of things which Central 
Hanks might and should do. While still hankers’ banks, and ex- 
(Miing their inlluciKe on the (ommunity at large chiefly thru the 
( usionu r banks (in the United States the member banks of the 
I’ediMal Res(M\(* Svstc in) , their func tion was coiueived to be one 
not onlv to hel|) and support these banks but to (ontrol them 
also. And, .is experience and information accumulated, it began 
to be felt that control was to have as its objec t not only monetary 
stcMcliness and staliiliiv but industrial staliility also. By monetary 
sicMcliness I mean — lor the present purpose, whic h has little to do 
with paper money issues of the exiieme and reckless kind — the 
maintenance of .u c c ptabilii v and solidity for the circulating me- 
dium. Monetarv stability means more: that Central Banks shoidd 
be not nuiely refuges in limes of stress .ind ji.mic, not merely 
si.mding on the sidelines and ready to step in when needed, but 
continuously ac tive in keeping the pi ice level stable. Fhe other 
aim. industrial stability, means still more; the prevention, or at 
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least moderation to the utmost, of the cycles of activity and de- 
pressions and the calamitous crises. This is the aim toward which 
men’s thoughts are turning: even tho the trend is hesitant, often 
unwelcome, only half conscious of the direction in which it is 
moving. How far and fast it will go, what paths it will follow, no 
one can tell; but it is unmistakable. 
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I. P.'ipcr iiKiiicy !i.is (onic to Ik* that put out directly or indirectly by gtn- 
(*ii)in(‘iits. — i;} ( !on\ criil)lL‘ notes. — lncouvcrtil)lc money. IIf)w its 

value lests on its (juaniity. — vj .p Kxlent to whidi paper has displ. ued 
coin. Its ( r)nvenietic e. (aistoin as alfe(tinj( the proportion of paper to the 
total ol active iiioiuy. — <5} 5. Inconvertible paper may operate in two 
ways: as hand-to-hand money, and as the basis of the entire moiietai y 
stun lure. — Ilow far ^overniiient can maintain the acceptability ol 
iiK on v< rt ible ncjtes. — iii 7. I he ellects of .sudden large issues; extreme de- 
preciaiioii and coll. ipse. — 8. Kxpeiiences during the war of i9*4“ 
iH.- — i:; (^. (Jnexpecied ( onsecjueiu i s of these experieiues in countries that 
adheied to the gold standard. — Jii 10. Ilie specie jiremium. — it. Prob- 
lems arising whe n there is return to the specie standard. — § 12. Great 
issues ol inconvertible paper are almost invariable consecjuences of pro- 
longed war. 

Jij \. Two kind.s of paper money are to be (li.stinguished. First, 
(h;it put out by banks in the form of promissory notes payable 
to bearer on demand, riiis was the earlier kind. Second, govern- 
ment money, usually similar in form to bank notes, i.e. on its face 
a picniiise to pav; but (li.ssimilai in that no holder can compel a 
go\cmment to meet its obligations. While he c an bring suit against 
a bank as against any debtor, lu‘ taimot compel the goverinAent 
to meet its debts, d'he disliiu lion between the two kinds, long im- 
poitant, has come to mean less and less, bank notes have been 
giadually amalgamated into the gc-ncial class of government 
mc)iu‘y. Most often the right t(» issue them h;i.s been limited to a 
single b;mk otviu'cl or controlled by the go\ eminent, and the dis- 
tinction between bank notes and government notes thus made 
cjuitc' shadows: bank note’s then are virtu.dlv government paper. 
Sometimes banks, while still independent and still allcnved to put 
out notes, have been so regtdated and restricted that the govern- 
ment in c'llec t has stepped in as a guarantor cd' the notes. Such was 
the case with the national bank notes which played so large a part 
in the Ihiilc-d States from the time of the Givil War to their final 
c’xtinction in In essentials it is the case with the bank notes 
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issued under the Federal Reserve legislation, hi all the western 
(onntrics, with hut lew exceptions, paper iiionev nas come to be 
virtually government money. Hie obsolete or obsolescent cases 
ot notes still issued by private banks are historically interesting, 
sometimes almost romantic. They have some signiticance lor gen- 
eral monetary problems chiefly by way of illustration: they show 
in a striking way the characteristics of bank deposits and help to- 
ward an understanding of the trend of legislation on deposit bank- 
ing. For these reasons and in these aspects they will receive some 
separate consideration in the next chapter. In the present chapter 
we shall say little about them and give attention chiefly to paper 
money put out by government. 

§ 2. Tho paper money is but a portion of the total circulating 
medium, and tho its jiro portion to the whole is limited by such 
factors as convenience, tradition, custom, it has come to be enor- 
mously important in the monetary structures of modern times. 
When convertible, it still remains an important intermediate layer 
interposed above the specie foundation. When inconvertible it is 
the one foundation of the whole .system. 

So long as the paper note — the dollar or pound or franc or mark 
— is convertible, the government Treasury or a Central Bank 
gives gold coin or bullion for the paper at the established mint 
price. It is not essential or indeed common that each and every 
piece of paper shall be so honored. Pieces of small denominations 
need not be; but they are made interchangeable for large ones. 
There may be other items, left-overs from historical growth, which 
are not convertible into gold at all; such are the silver certificates 
in the United States. These and like items are usually received in 
payment of taxes and other dues to tfie government and thus made 
readily equivalent (provided the total amount of them is moder- 
ate) to the main body of the paper. This main body is usually 
made a legal tender for debts. 

It is conceivable that in countries like the United States and 
England, even in France, deposits alone should be made con- 
vertible into specie; deposits, that is, in a public bank, or in banks 
of essentially the same character like our Federal Reserve banks. 
Paper money would then be treated as subsidiary coin is, — not 
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full tciuki , hut hiu lied on, as such coin is, to the dominant 
ihing. It is ( hiefly tradition wliich has hioui^ht it about that, alike 
in (oniinon speei h and in legislatirin, the terms com ertihle and in- 
((mvertihle are (onnected with notes alone. But the tradition is 
siruno. ft is the rarest of happenings that any one asks for gold 
( oin when (ashing a ( heck; he asks for tlie familiar paper. On the 
other hand, ( lu iously eiKJUgh, checks are in practice used when 
it is gold that is wanted, even tim as a matter of law it is the 
paper note only whi( h entitles the holder to the specie. The inter- 
nualiate step is ignored; he who wants specie could get paper (legal 
tender) f(jr his deposit; the rreasury or (ientral Bank is ready to 
meet the ( he( k in gold, usually after ( ertili( atic^n hy the bank on 
whidi it is drawn. 

(ionvertihle paper in effe( t serves to increase the monetary 
su|)ply of spe( ie; that is, it ads precisely as if so much s))ecie were 
added. J’hal is. so mu( h as the tici amount added. Not the whole 
amount of the |)a|)er is to he regarded ;is additional, hut (Jiily 
that whidi is over and above the stex k of spe( ie — the reserve — 
that may he held for redemption when asked for. d'he paper makes 
a given amount of spe( ie serve so nuu h farther, ddie analysis of 
its working is thus ( (>ni|)aratively sim|)le, —nuu h the same as that 
of the working of a monetary su|)|)ly (()nij)osed of specie alone. 

j:i ‘P Su|)pose now th.U the pajier is iiuouvei lihle; specie caniu^t 
he got for it. I hen the paj)er is something more than convenient 
hand-to hand money, restrii ted in its range of operation. And it 
is also more than an intermediate foundation for the monetary 
strut ture. such as t onvert ilile paper is. It hetomes ordinarily the 
one element tm whic h the whole circ ulating medium rests. How 
satisfa( torilv can it perform the functions of money? What will 
determine its \alue -the price level? 

riie answers to these (juestions (an be best approached by be- 
ginning with the simplest case. Assume that there is only this one 
kind ol monev; no hank deposits, no (oin or specie (except per- 
haps suhsidiai v coin excli.mgeable for the paper) . Assume too, 
for the present, that the paper circulates readily, everyone accept- 
ing it tvithout ({uestion or hesitation in pavment for goods. How' 
far this last assumption is tenable is left for further consideration; 
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it does not hold under all circumstances. But there are plenty of 
cases in which the facts are in accord with it, and it is these which 
are most significant for the main lines of analy>is. 

The reasoning already set forth in Chapter 19 then is applica- 
ble: the value of the money will be governed by its ipiantity. 
If it is issued in the same quantity as the specie or the convertible 
paper notes previously in circulation, the range of prices will be 
what it was before, and the value of the paper will be exactly 
what that of the specie had been. If it be issued in twice the old 
(juantity, prices will be doubled, and the value of money will be 
one half. These statements assume, of course, that rapidity of 
circulation remains the same and that the quantity of commodi- 
ties and their mode of coming to market remain the same — quali- 
fications which already have been considered. If these other factors 
have changed, the proper allowances must be made. 'Fhe correc- 
tions do not impugn the essential principle: the value of a freely 
circulating j)aper money depends on its quantity. Tho it l)e (jiiite 
inconvertible, tho there be no prospect of its redemption in specie, 
it will retain its value and perform all the functions of money. It 
will have one obvious advantage over specie, in that it will cost 
the community less. Ciold and silver can be produced only with 
much labor; paper money costs but a trifle. A cheap and serviceable 
medium of exchange is substituted for a dc*ar one. Such is the 
main franiewmk of the analysis, to which all the rest is to be at- 
tac bed. 

^ 4. We proceed now to various illustrations, explanations, qual- 
ifications. 

First, something by way of illustration: the history of paper and 
of the light which history throws on its present and future use. 
European countries began the use of paper money on a consider- 
able scale in the latter part of the eighteenth century. At its close 
paper substitutes for metallic money had become familiar and in 
everyday business passed ordinarily from person to person with- 
out cjuestion. So much did paper money become a part of the ac- 
cepted order of things that the term “money” commonly meant 
paper money of some sort, and this was more or less consciously 
regarded as the predominant part of the circulating medium. And 
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true it is that in countries where the facilities of deposit banking 
are not in generaJ use, jxiper is likely to bulk very large in the total 
of the effective circulating inediuin. Thus in France, where the ex- 
treme conservatism of the peasants and the considerable (even 
tho less marked; conservatism of the commercial and industrial 
c lasses have prevented a very rapid development of deposit bank- 
ing, paper money ( Cinslitutes about two-thirds ol the total supply 
ol media ol ex( hange. In some of the f)ther Furo|)ean countries, 
like Austria and Italy, the situation is the same. The rapidity with 
which in modern times paper money has supplanted specie in 
these (ountries as the e\eiyday money of almost all j^eople is 
surpi ising. It is one among the many signs of the speed with which 
the modern world is ( hanging, and it bids fair to change radically 
monetary problems and monetary politics. Only in regions like 
the interiot of (Ihina and India does specie (in the form of 
siKc-j) still hold the place which it had a few generations ago 
ihruout the world. 

One main reason why paper money came* into regular use and 
has continued to be used is its convenience. It is light in weight 
and small in hulk, and c an be ke|)t on hand and c at t ied about in 
|)urse or in |)oc ket ts ith ease. The fac t that the notes c an he printed 
in a \arietv ol denominations makes it possible to carry about 
sums large or small without trouble. The lac tor of convenience, 
howevei . would have no elfec t were it not that, partly be- 
cause of the legislation go\eining its use and e\c*n more because 
ol a tradition now of longstanding. pa|)ei monev is accepted with- 
out cpiestion bv e\ ervone. I huler the law, moreover, title to the 
papei passes tvith deli\eiy; there is none of that c umbrousness of 
establishing title which is usually assoc dated with the transfer of 
negotiable instruments. No occ asion arises — sue h as at times there 
is with c hec ks -for one to whom the* paper is offered tc:) inejuire 
into the* intc‘griiv of the person presenting it. 

It is c oin c nic iu e. furthe r, that explains at onc e the range and 
the limitations ol the use of paper notes. The range is wide. In 
the Tnitccl States it iiic hides the larger part of retail transactions. 
The sums involved are generally of that moderate amount for 
which neither clu'cking deposits nor subsidiary coins are adapted. 
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As regards cheeks there is not only the tionhle of writing checks 
on the spot hut the hesitancy ol men hauls about payments in 
that form from persons unknown to them; fiom strangers j)ay- 
ineiit in cash is preferred. Not less important is the convenience, 
nay necessity, of paper money in w^ages payments. Despite the grow- 
ing familiarity with banks and banking operations, tlie great 
majority of w\'ige earners do not, and indeed cannot, keep dej)osit 
accounts in banks. At most they perha|)s have savings accounts. 
1 hey prefer to be paid in casli of convenient form and denomina- 
tion. The banks are of the same mind; it is less troublesome and 
less expensive to cash one large check drawn by the employer in 
favor of himself than to cash a large number of chec ks for small 
amounts, eac h of w hich must be handled separately by the book- 
keepers and the tellers. 

The part of the aggregate of transactions that is made np of the 
transactions in whic h paper money is customarily used governs its 
proportion in the total ejuantity of active money. That proportion 
is not so great in the United States as the ubicjuity and familiarity 
of retail dealings and w'agcs payments would at first thought 
suggest. As comjxired with tlie total of transactions, those settled 
by paper money are in reality but a moderate part. In France, 
w here custom assigns a muc h wider use to paper, the j)roportion of 
paper in the total is large. I'he extent to which paper is used, em- 
bedded as it is in custom, does not readily change. True, a great 
cataclysm like the war of 1914-18 may lead suddenly to a much 
w ider use of paper in place of specie. But this is merely the substi- 
tution of cme form cjf hand-to-hand money for another. As regards 
any such money, whether spec ie or pajxT, the c hannels in which it 
is used change but slc:)wly. There are nc^ doubt fluctuations and 
temporary variations in the relative volume of different kinds of 
transactions and so in the resort to different kinds of money. In 
the United States, for example, the proportionate use of paper 
money (not necessarily or even probably the absolute use) tends 
to be greater in times of depression; because the recession is less in 
retail transactions than in wholesale and financial transactions. 
Again, there are seasonal fluctuations. When the crops are har- 
vested and marketed, there is usually an increased use of paper for 
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“niov iii;^ tlic <K>j)s.” Mort* is iisc-ri retail [nji thases at the Clirist- 
ina.s perirnl in Kn,i»)ish speakin;^ (niintiies, at Kastei on the Goiui- 
neni. Jiut these aie not niattets ol serious importance eitlier for 
ih<*(n) or frn inoininty policy. In the main the pro|)ortion of 
pap(*! notes to the total of the ( iu iilaiinj^ medium is determined 
i)y (iisloms and iradilions \vh‘u\i at any ^a^iven sta^^^e ov period are 
Inmiy estai)li.shed. 1 liis settled propoition is a matter ol the lust 
impot lance as rej^ards the process by which an increased volume 
ol papet money lc*ads to a rise in the price level. 

r,. W’c* pass now to the cjualilic alions and enlari^ements of 
the* simple* thcojy. Most important are tliose just suj^jjjested, re- 
laiin.i* to the* pail which |ja|)er money i)lavs in the monetary struc- 
ture* .IS a whole. I he situation assumed as a starting point in the 
pre*c e‘ding sec tion was of the simplest: that paper alone was the 
money used. I he* use of c re*dit and above all the use of bank 
Cl edit in the* foi m of deposits brings about a much more eompli- 
<ate*d situation. Pape*r money then o|)erates in two ways: not 
only as the* sole* nie*dium for hand-to hand transactions but as the 
basis lor a gre*at xoluine of bank mone*y. During the nineteenth 
(e'lituiy the* lepi e*se*ntati\e* form of the monetary structure was 
that resting on a specie (gold) basis. 1 lie gold was used in the 
two xv.iys just indicate*cl; to a considerable extent in retail and 
other hand to hand transac tions, and .ilso as the basis of the bank 
monev, the* (oinertible paper, and the subsidiary coin. Once in- 
(onveriibh* j)a|)e*r has sup|)laniecl spe*c ie. it serve.*s (as the specie 
had clone) in both ways, and then its eHeels on jjrices come not 
iiieielx bc’cause it is the h.md-to-haiid money but even moie thru its 
powc*rlul operation as the* basis of the entire* monetary structure. 

No new pi iiu iple is iniroehie e*d bv this elaboration of the analy- 
sis. I'here* is nothing in it to impugn the lundamental proposition 
that the pi ic c* le*\el de*pencls on the relation between the ejuantity 
ol the entire circulating medium and the (|uaiuity of things ex- 
changed. Hut the inevit.ible interrelation between the two uses 
ol p.iper brings it .iboul ili.ii the eliec ts of paper on the pric e level 
are not uniform or predic table. I'hev are not the same in different 
countries, or the same in any one eountrv at dilferent times. Until 
the e lo.se of the nineteenth eeniurv. the mere eiuaiuity of paper 
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could be treated as the preponderant element in tracing the conse- 
quences of its issue. At all events this could be done with some 
assurance as regards the European countries that resorted to in- 
convertible paper in that period, such as Austria, Russia, Italy; 
not with any assurance for the United States during the years of 
inconvertibility from 1862 to 1879. In the latter part of the nine- 
teenth century and still more in the twentieth bank reserves and 
bank money came into wider use everywhere, making it necessary 
to be more and more cautious in explaining or predicting the ef- 
fc( ts of paper issues on the simple ground of quantity alone. Other 
factors also changed, — habituation to use, ease of circulation and 
what not. Enough has been said in this and in earlier chapters to 
sliow how the simple explanation on (piantity grounds needs to be 
guarded; a topic on which still more will be said as we go on. 

It is somewhat surprising, in view of all the complications, that 
during the war of 1914-18 monetary history showed a marked 
accord witli the simple hypothesis. 1 he general price level under 
paj^er money regimes showed a closer relation to its ejuantity than 
might have been expected. This was at all events the case where 
the paper was put out in what one might call a decent or reason- 
able way; where the amounts were not so huge as to bring about 
complete collapse, or by decrepit governments whose financial and 
monetary future was desperate. England, France, and (during the 
war itself) Germany all resorted to paper, and succeeded in main- 
taining their internal prestige and credit sufliciently to keep 
the paper in free and steady circulation. A great rise in price en- 
sued in all; and that rise was roughly in j)roportion to the increase 
in the quantity of paper. It is to be said that the same kind of 
approximate proportionality appeared in earlier cases where there 
was depreciation but not collapse; in European issues of the nine- 
teenth century, and even in the United States issues of that century. 

§ 6. We pass now to some cpiestions which are more peculiar 
to paper money. What has been said in the preceding sections is 
hardly more than an aj)pIicalion of conclusions which hold 
of any kind of circulating medium. The fjuestion peculiar to 
l)aper arises chiefly with regard to the extent to which the gov- 
ernment can uphold and regulate its value, — its purchasing power. 
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IiKonvertiblc paper has often been called fiat money, the impli- 
cation bein^ that its circniation and value are settled solely and 
definitively by the edict of the sovereign or legislature. The im- 
plication is a du!)ious one. rhe extent to which the mere com- 
mand of the political authority can cause a piece of printed paper 
to serve as money and to maintain its value c an be both overstated 
and understated. Historically, all money has had its origin, di- 
rectly or indircc tly, not in any compulsion or even in any deliber- 
ate selec lion, ljut in ihe c usiomary acceptanc e of some commodity 
of geneial serviceability. But when a commodity has once come 
habiiually to be used as money, j)ublic authority can very much 
aflec t its value and the mode in whic h it circ ulates. So is it with 
paper notes. Otily when people have become ac:c ustomed to using 
notes as a medium of c‘xc liange c an paper pier es be made to serve 
as money by mere governmetu fiat, (iiven the establislu'd custcmi, 
however, it is cpiite possible, as governments early discovered, to 
make paj)er notes circulate freely whether or not the printed 
promises to pay (that is, to pay spec ie) were kept. 

I’.ven when tiu' c iistom does exist, there are limitations. Fiat 
money does not nec (‘ssarily c ire ulate with freedom merely because 
it bears a govemment stamp or promise. Gonceivably people will 
disti list the gox'ernment, or dislike to use* paper, or for one reason 
or another re fuse to ac c ept it re*adily in e urrent transac tions. Of 
this possibility a stiiking illustration appeared in the state of 
California during and after our Civil War, from i«Sr)2 to 1879. 
Paper notes not t onvert ibie into specie, issued at Washington bv 
the government of the United States, circ ul.ited freely everywhere 
tinuout the Nortli except in California. People in that state, tho 
thc'v ne ither distrustc’d the genernment nor felt hostile to it, had 
a strong feeling in favor of gold and against pa|XM . Fhey resolutely 
c onduc ted their transae tions in gold, tho all the rest of the United 
State’s usc’d the’ inc onve’i tible- notes. Ihit the Californian case is 
exceptional. When those- primary condiiions are satisfied which 
aic- esse iitial for the ( ire illation of paper notes- habituation to the 
use ol paper and a linn government — the paper passes readilv. 
Almost alwavs too the government makes the paper a legal tender 
lor debts and also ree eives it for taxes and enher public dues; thus 
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exerting its full strength to bolster up the liat money and make 
it circulate freely. 

How long general acceptability will last, whether and when 
collapse will come, depends partly on the amount issued and partly 
on political, military, psychological factors which are not easily 
gauged. Moderate increases in volume, say of 50 per cent or even 
100 per cent, may rouse no uneasiness, and ready circulation may 
well continue. Even a doubling or quadrupling may not cause 
serious disturbance, if it takes place slowly and quietly. So much 
was shown by the experiences of England, France, Italy during 
the war of 1914-18. But when the increase is sudden as well as 
great, and the price level rises dramatically, a new factor enters — 
lack of confidence. Then disruption threatens. A situation of this 
kind is most likely to be engendered when the public finances are 
subjected to sudden and heavy pressure. In time of war, the drain 
on the public treasury may abruptly reach immense proj>ortions. A 
government which is faced with huge expenditures and has ex- 
hausted its powers of taxation and of borrowing, feels compelled 
as a last resort to print once for all the money needed to pay its 
mounting bills. 

§ 7. What then happens? Suppose a government, hard pressed 
for funds, prints money in great and rapidly increasing quantity. 
Its value declines steadily and quickly. If the process is carried far, 
an increase in velocity sets in. As people see the value of the money 
go down even in the brief period during which it is in their 
hands, they make haste to pass it on quickly for goods. The value 
of the paper then falls more than in proportion to the increase 
of its quantity. If the increase of issue still persists, the stage may be 
reached when no one will accept the paper. The bottom drops out 
completely, very likely with dramatic suddenness. Its value dis- 
appears not merely because both quantity and velocity are very 
great, but also because people are no longer willing to accept it at 
all. The demand for money (the offer of goods) may cease en- 
tirely. Such is said to have been the case with the notes which the 
Scotch schemer and adventurer. Law, persuaded the French gov- 
ernment to issue in 1720. They were put forth in such enormous 
and increasing amounts that they completely lost acceptability 
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.inrJ ri<*pi(*( i.ttcd to tiothiti!^.^ Sii( h u’;is tlic (iisc, too, with the papei 
/iH>n< v issiK'd hy (/ic Anu'iKaii (.Viiigrcss durini^ the Revolution. 
“( jjutincntnJ ’ tiioncv was printed in aniounts .so vast tliat it he 
(ame utterly disti tisied, and flepreeiated niiu h more than in pro- 
portion to(|uaniity (wlienee the saying “not wtjrtli a C.’ontinental"). 
Su( h, loo, was llu- (ase with the assignats ot the French Revolu- 
tion in i7<)o p('), when the Freiieh g<n eminent put out notes 
whit h at lit St were redeemable in land, hut .soon were poured 
loith withotii pretense ol any redemjHion, and in sucli unlimited 
(jtiantities that they hctametpiite worthless. Still later, in 186.J-65, 
tlir same was the late of the paper money of the Southern Con- 
ledcra( y. 

^ 8. File various stages in the irse of paper and in its deprecia- 
tion appealed stiikingly during the war ol ipi j-itS and the years 
ol distress and (onlusion wide h followed the peac e. All the warring 
< oimti ies (with the sole exc eptions of the rnited States and Japan) 
had leiouise t<) this temj)ting way of “raising money.” In some 
(ountries, iho there* was (iej)reciation ol value and a marked rise 
in prices, the paper functioned normally; that is, it circulatcxl 
Ireeh , sale's and pmc liases of goods hc'ing made as in ordinary 
times. Such was the case in (neat ihitain, fiance, even in Ger- 
maiiv Ixioie the suriender. Some exaltation ol patriotic fervor 
doubtless plaved a part in preventing an\ thing like a collapse. 
It is cases ol this kind, where prices rise markedly hut business 
goe s on as helorc*. that bring out most c learly the strictly economic 
asj)c*i t s. 

In other counliies the* issue's were* so huge* in amount — in Rus- 
sia. Austria, llungaiv, Poland, the Balkan countrie.s — that the last 

* lilt* hir.jkaowij t>l iDiiluiiMuf in tin* papcT 'ifcin*; to ‘taken place in this 

<.iM' with (li .iiii.Kn MuKUnncNS. An clloi l hy the m>\einnunt to pul a limit to de- 
pu’ii.tiion .in imespci tcil .nul utter coll.tpse. During the lirst slaves of de- 

pieii.ition, * NU.inj;e as it ina\ appe.ii, the deterioi alinn ef the notes in value does 
not .ipp<‘.n to li.ae .iHeOed their ( in illation. All that people looked to was nominal 
\.iliu*. .nul while the notes weie i.illetl li\res. noliodv iiujuiied what a livre meant. 
Hut tlu* instant the detuMnni.ition was altereil: the inst.nit the j.;ovcrnment declared 
th.it .1 note lot ten li\res should he worth only five. — the haselcssness of the paper 
f.ihiii was ileteited. I he teiror was as universal aiul as hlind as the confidence had 
hc“en. I o use Sii j.nnt s Sieuart’s words, on the sad of Ma\. a man with one hundred 
millions ol hank notes mi^hi have siar\eil in the street." Senior. Three Lectures on 
the Cost of .Mom v. p. 76. I’he reference is to Sir James Steuari’s Prin- 

cifyles of Political t'conomy. Pan If. Chapter 59 HI. p. 52. edition of 1770). 
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and catastrophic stage was reached. Most striking of all was the 
c ourse of events in Germany. The German paper issues of ^1923 
constitute one of the 'most extraordinary episiules in monetary 
history. A country in which the level of intelligence was as high 
as had ever been known, whose previous monetary policy liad 
been marked by care and restraint, whose llnancial leaders and 
advisers were the same as in the preceding years, plunged into 
paper inflation to an extent nothing less than fantastic, and with 
results even more far-reaching and calamitous than in any of the 
earlier experiences. Just how it happened has not yet (1937) 
been uncovered by the historians, but the main happenings are 
easily told, rhere had been great issues and heavy depreciatic^n 
even before the occupation of the Ruhr in 1923. That ill-starred 
step not unnaturally brought the German government, already 
sore pressed, to a feeling of sheer helplessness; it was ready to turn 
to any device, even the most dangerous and discredited, that prom- 
ised monetary relief. Yet it is a mystery why paper money was 
issued in sucli preposterous quantities, — not only in terms of 
millions of marks, but of billions, trillions, (juadrillions. The en- 
tire machinery of exchange was disrupted, and at the last stage the 
nominal circulating medium became nothing more than bulky 
bundles of worthless printed paper. Debtors paid creditors in 
paper c^f this kind. A sober, intelligent, hard-working middle 
( lass was almost completely dispossessed, and feelings of helpless- 
ness and resentment were engendered which deeply affected not 
only the subseejuent course of political events but the very founda- 
tions of the scx'ial and economic structure. 

§ 9. Nothing in all this was novel, except that never before had 
the resort to inconvertible paper been so ubiquitous, and never 
before had the evil results been experienced on a scale so vast. 
The consecjuences as regards the use of paper and the course of 
prices were in the main such as could have been readily predicted. 
A further consecjuence ensued, however, not indeed out of accord 
\vith the reasoning accepted by economists, but unexpected. The 
extraordinary resort to paper brought great and rapid price move- 
ments not only in the countries where the paper itself was issued, 
but in others which still maintained the gold standard. The range 
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of t)ri< cs— t/ie value of gold— was profoundly affected in the gold- 
usiugeountries themselves, and the gold standard itself came to be 
cnflaiigfrcfl in all. 

In a previous ( liaj)ter it has been pointed out that changes in 
the total supply of gohl take place slowly. This is because the total 
\'olunie gohl is so great that no increment can be added in a 
short pel iod which will materially change the total monetary 
sto( k. Stability in the value of money is thus supposed to be se- 
< ured, at least in so far as the (juantity of gold affects it. And this 
stability is supposed to be jireserved for each and every gold-using 
( ount! y, since if there be a sharp inc rease in the gold supply of any 
one, tending to cause within it expansion of money and a rise of 
pi ic es, the c in rtaits of international trade will carry off most of 
the* increase of gold and hence prevent any rapid jidvance in 
price's in the country fust affected. Su|)|)ose, however, that half 
the world suddenly gives up gold, resoi ting to inconvertible paper; 
and that the gold |)ievic)usly used in this half is sent to the other 
half, ac c umulates theie, c annot overflow. Then the conditions on 
whic h stability depends are seriously affec ted. A rapid advance in 
pi ic es may ensue' in countries whic h continue to use gold. 

J his is substantially what happeiu'd in ipi j-oS. Half the 
world or moic* almost all the waning countries -resorted tc^ 
papc'i , and a laige part of tlu' gold held by them was driven abroad 
bv the acbancc' of |)ric(s. I he gold made' its way to the' lest of the 
world, the neutial countric's, such as Holland, the Scandinavian 
n.itions, Sjiaiii. and to the I’uilecl States and Jaj)an. It is true that 
the- I HOC css bv which the gold became congestc'd in these areas 
was not so simple as would ordinarily be assumed in economic 
rc'asoning. Uv no means all the gold flowed out of Great Britain, 
(ic'i inativ, Kratu e; muc h was impounded at home by governments. 
Nor did international trade take the precise course analyzed by 
economists for the conditions of peaceful trade. But thc'se cli- 
vc'igi'iu ic's from the course' whic h trade and industry follc:)w in 
times of peace do not affect the phase of the situation with whic h 
we are heic' concerned, (iold in great t|uautities was sent to a 
small number of countries, caused rapid and great increase of the 
cjuamitv of money in all of these, and broucht about a revolution 
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ill general prices of a kind which had been thought to be so im- 
probable from a change in the gold sujiply as not to be of moment 
in weighing the advantages and disadvantages of the gold stand- 
ard. 

The United States felt this influence not less than the other 
regions affected, the more conspicuously because of the country’s 
great resources and their importance in the ebb and flow of the 
war. During the years 1915-17, when tlie United States was still 
neutral, a round billion of dollars of gold came into the country 
from the warring nations. The supply of gold was nearly doubled, 
riiere followed an increase of bank notes and other paper money, 
an expansion of bank deposits, and a rise in prices. The price rise 
could not have taken place, certainly could not have been main- 
tained, but for the fact that there was no large area to which an 
overflow of the metal could take place. 

Hence the extraordinary advance in prices which took place 
between 1916 and 1919. Wholesale prices nearly doubled, a rise 
no less great and no less rapid than that experienced during the 
(iivil War regime of inconvertible paper. 'The same results ensued 
in the neutral countries which continued to use gold, and in 
Japan also, which enjoyed with the United States the dubious 
distinction of having entered the war and yet maintained the gold 
standard. The entire world, warring and neutral, specie basis or 
paper, was involved in a monetary revolution the like of which, 
in range and intensity, was unprecedented in history. All the evil 
consequences ensued, familiar in kind but beyond example in 
degree. The relations of debtor and creditor were turned topsy- 
turvy. While in some countries, notably in Great Britain and the 
United States, wages rose probably in quicker correspondence with 
prices than on previous occasions of inflation, they did not in 
general rise as fast as prices, and a multitude of business enterprises 
reaped profits — sometimes fabulous profits. Persons whose money 
incomes were held fixed by the inertia of custom or contract, such 
as clerks, manual laborers not directly reached by the main cur- 
rent of inflation, teachers and other public employees, suffered 
severe distress. Side by side came accusations of extravagance and 
complaints of rising expenses; the natural consequences of the fact 
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iluil in sonic ibises money incomes rose more than in proportion 
to prices, in oihcis less. Notu'itii.standi/J« the fact that the gold 
smndurd, the instrument which is supposed to have the one de- 
(isive merit <jl sUihility, uas unimpaired, the general range of 
prices mid imomes and the relation between individual incomes 
iuid pi i< (*s were utterly unstable. And if this was the case in the 
((junlries which held to (he gold standard, how much more in 
those lesoiting to paper! Never had there been thruout the 
world sue li moiielai y chacjs. 

I’lie < haos did not c ease with the war. The worst of the paper 
money c*xc c*sses wcac* got rid ol by the middle? of the decade 1920— 
‘p). But the* nndc ilying econcmiic distortions were by no means 
smoothed out, wcic* among the causes that led to the crisis of 
1(^29, and made immensely more diflic ult the process of recovery 
lioni that nnc'xampleci collapse.’ 

10. d1ie spec ie preminm whic h appears in a country resorting 
to inconvertilile papei is familiar. 'Eho in some ways obvious, its 
signilic anc c‘ is ofte n niisunclersiood. It is supposed to be a clear 
jiroof of clepi ec itiiiou and a certain measure of the extent c^f depre- 
c iation. I lu* in.utei is not so simple. 

Spec ie payments are seldom abandoned until they can no longer 
be iiiaint. lined. What happens is that almost from the first the ex- 
p.msion of money tends to drive out spec ie. The expulsion takes 
plac e* thru the o|)eralions of international trade, d he increased 
cpianiiiy ol money in c ire illation sooner or late r raises pric es. The 
1 isc* in prices causes imports to be greater, exports to be less; and 
specie* flows out in payment of the* imj)orts. Paper money, of 
course*, does not flow out: it cannot circulate in foreign ccjuntries. 

I he usual inec hanisin is not cleseribed with acc urac y in all this; 
sunclry complications in its working will a|)pc*ar when the subjec t 
of foieign tiacle is given detailed consideration. But the essentials 
ol the* |)roeess are as heie stated. Spec ie disappears thru the chan- 
nels of inte*i national tr.ide. in proportion as the mcjiiey supply 
is inc iease'cl and prices raised. 

(iolcl ne*Ne‘r disappears entirely. It does indeed disappear from 

’On thf fNrn(> nl clii> junitul .uul the t|Ufsii(»ns i1k*v raise the goltl 

slaiulaiil. see Ch.i|>(ei helc»\v. 
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( iiculation; in the monetary system it is supplanted by paper. But 
all gold does not necessarily leave the country. Some is always 
wanted for use in the arts; and for these uses it is bought and 
sold, like copper or nickel. Some is commonly Avanted also for 
transactions whicli by special stipulation are to be carried out in 
gold. A class of dealers in gold usually a})pears, who make it a 
business to buy and sell the metal, as other dealers do with the 
more common metals. The only peculiariiy is in the way the price 
nt gold is quoted; it is often stated, not in terms of so much per 
ounce or pound, but in terms of how many paper “dollars” are 
needed to buy one gold “dollar.” What arises is a “premium” on 
gold. Aside from this the metal, being no longer a money metal, 
becomes like any other commodity. 

"Ehe premium on gold roughly measures the depreciation of the 
paper, but measures it no more than roughly. If the premium is 
steadily rising, it may be inferred that prices are rising in roughly 
the same degree above what gold prices would be. Fhe broad 
movements of the premium give an indication of the general 
change in the price level. When for example the premium, after 
having been high for a period of years begins steadily to fall, we 
may infer that paper prices are coming nearer to what gold prices 
would have been — that they either are falling, or are failing to rise 
as gold prices elsewhere are rising. 'Hie a( tiial depreciation of the 
j)apcr, however, is the rise in prices. Ehis we try to measure by the 
index-number method. But any rise in pri( es, as has been seen, is ir- 
regular. Some commodities advance more than others, some not 
at all, some decline. The change in any one may or may not be 
such as to indicate the general change. So it is with the price of 
gold, or the specie premium. It is subje( t to influences of its own, 
among the most im|)ortant of which is the demand for remittances 
abroad — the use of gold as a standard for transactions with foreign 
(ounlries; not only for imports and exports, but for the so-called 
invisible items. The complexity of the foreign trade operations 
brings it about that sometimes the premium is in advance of the 
general rise in pri< es, sometimes lags behind. 

One of the factors which lead to special fluctuations in the gold 
premium is the prospect of the redemption of the paper in gold. 
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Any event whicli makes early redemption in specie probable 
lowers the |)reminm; any untoward event raises it. When Napoleon 
broke loose from Elba in 1814, the premium on gold in England 
lose: when the news of Waterloo came, it fell sharply. In the 
Utiitccl States, (linin<r the period of the “greenbacks’^ in the Civil 
W'aj, the ptemiiim fell at once after the battle of Gettysburg and 
rose high flut ing the anxious summer of 1864. Such abrupt fluctu- 
ations have h*d tf) the statement that it is confidence in the paper 
money which governs its value once for all, or at least mainly 
.iffe( Is its value. It is more a<curate to say that confidence in re- 
demption affe( ts tiu* value not of the paper but of the specie. 

C General prids do not move up and dfnvn under the influence of 
military or political foiiunes. Dealers and speculators in gold and 
in foreign exc hange discount at once the consefjuences of a victory 
or an elc c tioii for the financ ial stability of the government and for 
the possible icsumption of specie payments. It is in this way that 
politic al events and prospects are likely to affect the price of specie 
in lei ins of papea*. 

1 I. W'hen a return to spec ie payments is to he made, a diflicult 
c|uestion presents itself. Shall the paper he redc'emed at its face 
v.due or at its market value? 'Ehe first course has the bracing effect 
of recogni/ing a promise to pay as l)eing really a promise, and of 
mc*c‘ting it to the letter, ^’et in many case's, j)c*rhaps in most, it is 
doubt ltd whc'thc i sue h a course* is dc'sirahle. If the money has been 
depicc iated for a considerable time, a return to the old specie par- 
ity olfc'is no great advantages and carries with it serious disadvan- 
tages. Busine ss contrac ts have been made on an existing scale of 
pric c*s and money incomes. Debtors and c reditors alike have made 
their eng.igements on that basis. I'o shift tiu'se into specie engage- 
ments. and to enforce them during and after the transitic:)n to 
|)ricc's prc'sumahly lower, is to injure tlie present .set of debtors as 
much as ci editors h.id been injured in the past. Morec:)ver the 
proc c ss of rc cluc ing the* monev su|)ply and fore ing pric e's to a lower 
le\el is ve ry likely to lead to a stage of business de|)rc'ssion. 

llenci* the bc'st plan may be to “devalue * the money. Ehe gold 
standard can he rc'stored and the paper made convertible into 
gold: but a smaller amount of gold may be put into the standard 
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unit than formerly. If the monev is thus depreciated to, say, only a 
half of its former value, the plan would be ( and* a out ])y redeem- 
ing each unit of money in only half of its former gold ( ontent. A 
method of this kind was used by several of the Kin opean nations 
when returning to gold after the war of i9nj-i8. In France, for ex- 
ample, the new franc was made the ecjuivalent, in gold, of about 
a sixth of the old franc. This plan is the best when the depre( iatioti 
has lasted for a considerable pericxl, and there is the more reason 
f(^r adopting it if the depreciation has been severe. Fhe greater 
has been the rise of prices, tlie greater must be the fall in order to 
restore the (dd position; and the larger the reipiired fall of prices, 
the more troublesome and long drawn out are the resulting dislo- 
cations. If the depreciation has been both severe and long-lived, 
there is hardly a choice: it is best to devalue boldly. 

But where the depreciation is not of long standing; where re- 
turn to a specie standard has been steadily expecUxl, and has been 
b(xne in mind as at least a possibility by all lenders and borrowers 
— there the sound policy is to resume at par. Especially is this the 
(*ase if the degree of depreciation has not been very great. Redeem 
the money at its full nominal value, and maintain the good tra- 
dition that “a dollar is a dollar.” Doubtless it is a half-illusory 
tradition. Die doctrine that it is honest to redeem a paper dollar 
in gold at its face value implies more as to the nature of “honesty” 
than the average man will understand, but it is not to be caviled 
at unless there be very serious grounds for (juestioning its sub- 
stantial eejuity. 

At all events, the return to specie payments has often taken place 
by resumption at par. So England proceeded after the Naj)olconic 
wars. Such was the plan followed in the United States in 1879. 

Great Britain made a brave attempt — perhaps in the light, of 
later events an ill-judged one — to do the same in 1925, when specie 
payments were resumed at the pre-war par. The attempt, con- 
tinued for five years, was given up in 19.^^. The causes of tliat 
failure were complex. Partly they were of a primarily economic 
kind; perhaps not so much the troubles from readjusting the 
debtor-creditor relations as the depressing effect on trade and 
industry from a widespread fall in prices. More important were 
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(,l)sta( k*s of a semi-political kind: the strength of the labor vote, 
the obstinate refusal of ihe labor unions to accept any decline in 
fnon(*y wages, the spet ial importance in the country s economy of 
the ex/>r>/t industries in whi(h the laboi unions were strongest. 
[ he “sfi( kiness” ol money wages (to which reference has already 
been mad(*y was iciiiforcc’d not only by the militant trade unions 
but also by ihe pia(ii( i‘ ol government regulation of wages which 
I he war had so great ly piomoied. I he depression which set in 
afiei the ( rash of gave the final blow,* and specie payments 

w'cK* gi\c*n up in That inoinentc>us (overturn profoundly in- 

IliieiKcd monetai v polic y the world over. More than any other one 
ev(*nt it ojHiK'd wide* a new' set of (|uestions: whether the gold 
standatd had e\c‘r Kally worked well and w'hether any specie 
stand. n (I should lx* maintaiiu'd at all. I hese are crucial matters in 
monetary theory and piac ti((‘, whic h cannot be well handled until 
still olhei |)hases of monetaiv theory and history have been taken 
up ,md hence are k sc*r\ed lor later disc ussion. 

5^5 12. I lie immediate cause of resort to inconvertible paper has 
almost alwa\s been- the |)iessure of pid)li( Imance. A gc:)vernment 
that is in urgent need of funds w ith whic h to meet its expenditures 
finds inc leased lax. it ion too clillic ult or too unpopular, is reluctant 
Ol uu.ible to bon o\v in the* ordinary manner and turns to the print- 
ing press. Resoii to this e*asy wav ol meeting publie: expenditures 
h.is usu.illv be e n the* eoiise cpieiic e* of war. .Minost all the well-* 
known c.ises ol notes ntte-iK discieditecl -the assignats of the 
I reneh Kew oint ion, the* ( !ont iiu'iital inonev of our own War of 
Inde pe nde nce*, the* C ionfeclerate* notes of iS(')2 -fir, -all arose from 
the* stress of w.n . ()lhe r issue's whie h reae heel the stage of deprecia- 
tion. I ho not ol comple'te’ collapse, w ere the e c)nsec|iicnces of the 
same* stress. Duiiiig the N.ipoleonic wars Engl.md resorted to paper 
inonev (in the* lorm of Bank of England notes, made inconvertible 
bv l.iw') . Prussi.i. during the* .same j)eriod, turned to direct state 
issues. In Ansiri.i the* wais of iSr,;p iStih brought about a per- 

sisting |>.ipe*r mciiU N leginu* dining the gre'ater pan of the nine- 
teenth centuiN. Russi.rs experienee was \ ei\ mueh the same. The 
I anted Slates h.wl he i li ving e'xperieiue during and after the Givil 
War .nul would have had the same experience during the wan* 
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of 1812-15 had that war lasted a few months lo ioei If the United 
States had entered the war of 1914-18 at an env^er sla^e, and if 
that war had lasted much longer than it did, ki is pioliable that 
then too the country \voiild have in large measure linanced the 
huge expenditures l)y resort to pajier. 

These experiences must be Ix^rne in mind when considering — ■ 
as presently we shall — projects for radi< cil ( hange in the monetary 
structure. Usually these involve, in the last analysis, the use of some 
form or other of money created by the state and managed by the 
state. Political policy and military needs then become the sole 
determinants of monetary legislation. No doubt these factors be- 
come of enormous importance thruout the economic sphere; gov- 
ernment, international policy, and economics are inextricably 
interwoven. But the connection is espec ially c lose in the case of 
money. If there be another war like that of 1914-18, we may be 
sure that the monetary experiences and distresses of that jieriod 
will be repeated. No wish cn' elTort for restiaint will prevent the 
resort to paper, and to increasing resort as war lasts longer and be- 
comes more intense and frightful. No internatic^nal agreement, no 
new kind of mcmetary standard, no ingenuity of the ablest states- 
men and the best economic advisers will prevent the cjlcl familiar 
excesses. Victory will spell mc^netary calamity, defeat monetary 
disaster. Even in times of peace, mcjnetary policy is dillicult, 
trcjublesome, beset by economic uncertainties and j;olitic:al pas- 
sions and dangers. In war any and every gcxxl system of money and 
finance may be overwhelmed by an irresistible flocjcl cjf inexjn- 
vertible paper. To such dangers has the world been brought by 
the gradually increasing use of paper. All the conveniences which 
it has brc 3 Ught, and which, with well-guided and careful manage- 
ment, it might conceivably bring even more in the future, may 
then prove to be outweighed by its enormcjus pcjtentialities fcjr 
harm. 
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THE THEORY OE PRICES IN REVIEW 

Jij I. I lii- Qiniiility iluory once iimrc. I hc- icrni “money.” How far gold re- 
in.iiiis “money.” — >; i-c li-nier liHiisat lion.s, and otJicrs settled without use 
ol (ash. Cacdii wlieie dure is mere postponement of payment. “Bank 
ficdii,” as this leiin is (ilteii used, raises dillerent (|uestions. — § How 

lar the two fa< tots —volume <jf money and volume of goods — arc inde- 
pendent. I^(le(ls of (lianges in prite on volume of production. — §4. Ef- 
fects of (hang(‘s in production on piices. l)(‘posits when created in con- 
juiuiion with ihanges in transactions. .\< teleration of prices in the 
upswing period of a husiness cycle. — 5. The bank rate of interest and 
the price level. — j:; (i. The case of government paper. — §7. What remains 
of the Ouantity theory? 

1. W’t re turn now to the vital topic' of monetary theory; the 
icdation of the (|nantity of money to price.s, and the way in which 
the general |)ri(e Ic ncI is determined. In an earlier chapter of the 
present hook (Ciha|)ter ip) it was argued that under the simplest 
conditions- money a physical thing, its rapidity of circulation 
constant, and the* things in |)roc <‘.s.s of c xc hange a given physical 
c|iiantity |)i ices woidd vary exactly with the (|iianlity of money. 
A supposition ol that sort underlay the reasonings and explana- 
tions ol the sc'vetal snc cec’ding c ha|)ters. And it is to be said that,* 
e\en iho an e xae t lorimilation (e.g. “the elastic ity of demand for 
money is imiiv ’) is no more than an introductory statement of 
the hare elements of the |)rol)lem, the general proposition that 
|)ric es go up and down with the inc rea.se and dec lease of the money 
siippls continues to underlie the discussions alike c^f economists 
and ol lavmc’ii. W’e mav now try to draw the threads together and 
indicate what mav still he the meaning and significance of the 
'c|uantilv theors 

.\t the outset, rc’call ilie meaning of the term “money” as used 
ill the preceding pages. It means whatever passes readily from 
hand to liand in settic iiieiu of transactions. It inc hides the coins — 
siihsidiai y coins as well as those of full-value specie — which are in 
evervdav use bv ilie public: it includes the paper money, whether 
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issued by the government or by banks, wliicf . is in ready circula- 
tion; and it includes bank deposits which are rt tdily transferable 
by means of checks. Money includes, in short, wliatever is in fact 
generally used as a medium of exchange. 

Not all of the things which might be thought of as money will 
meet the requirements of this definition. “Savings deposits’’ in 
banks, for example, tho often regarded by their owners as the 
equivalent of money and sometimes in lac t used as a convenient 
temporary lodgment for available income, are not the stuff itself.' 
They cannot be passed from person to person in the w«iy demand 
deposits are by check. Finally, to cite a unicjue and somewhat 
paradoxical example, gold itself, under the circumstances pre- 
vailing in the United States at present (1939) ♦ money in the 

sense in which that term is used here. Despite the fact that our 
monetary system is in a way established on a gold basis, and despite 
the fact that gold itself is to be had for use in international pay- 
ments, the gold canncjt be c:ounted as nicjney for the reason that 
neither by law nor custom can it be used within the c:ountry as a 
medium of exchange. 

This last example suggests a matter which has not yet been given 
the emphasis it deserves. It is that in measuring the cjuantity of 
money in its relation to prices attention should be fastened on the 
effective supply, — the various media c:)f exc hange that are ac lually 
in the hands of the public. Otherwise there is clanger of inc hiding 
something which, tho it may be in ajqjearanc e and in physic:al sub- 
stance precisely the same as the pieces j)assing from hand to hand, 
has not in fact the same effec t because it is not directly available 
for use. Coins and paper notes in people’s pockets and in mer- 
chants’ tills, ordinary bank deposits subject to check, — these ob- 
viously must be included. Cash held by banks in their reserves, or 
deposits held as reserves in central banks, are not to be inc:Iuded. 
These may be drawn upon, to be sure, and when they are, the 
funds so drawn move into c irculation. but it is better not to count 
them as part of the money supply until they have been put into 

1 Exception might be made of time deposits. Tho not subject to check in the 
ordinary manner, these are sometimes use<l by business men of the United States 
in making payments. The practice is not general, however, and no violence is done 
the facts in saying that broadly checking deposits alone arc to be counted as money. 
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( ii( Illat ion, 'riicn only do they begin to serve as a medium of ex- 
( liange. 1 lence it is that in tlie United States at the time these lines 
are wiitten, gold should be excluded, there being indeed a legal 
prohibition \vhi( h prevents the use of gold for actual payments, 
by the sanur token, we exclude once for all any notes which have 
been printed but not yet issued, coins which have been manu- 
ia( tilled but arc still in the mint, and promissory notes or other 
do< uments whii h may Ire the raw material for bank deposits. 

sij 2. The general pritK iple may lirst be restated summarily. 
Other things erpial, the general level of prices varies directly in 
piopoi lion to ( hanges in the (piantity of money. An increase in the 
(piantiiy ol money tends to bring about a ( oriesponding rise in 
|)ii(is: a dec tease in tire (piantity of money tends to cause a corre- 
s|)on(ling iall in prices. Money is a medium of exchange, a 
(ouirter. (.iveir, then, the amount of commodities to be ex- 
( harrged aird the irnrrrber ol tinres eac h jriet e of money is used, 
any alteration iir the total (piantity of money can result only in an 
alteration in the nurrrbei of pitaes of rnorrey used in each trails- 
a( tion. I he liindamental relation of nroney to prices thus is de- 
rived 1 1 0111 the purpose for whidr money is used. 

This |)r()|)osition, howe\er, rests upon lertain suppositions of 
whii h it is ireiessarv to take araount in applvirrg the theory to the 
(oni])le\ real |)henomena. Some ol these suppositions have already 
been noted,’ and need only to be elaborated rrrore fully: others re- 
main to be staled, 

Idrst. the simpler (pialilu ations and explanations. The immedi- 
ate Illation ol monev to pii(e holds only for those transactions 
whi( h ai(‘ settled at onic' bv the pavment of money. Not all trans- 
artions are thus settled. Some involve no use of money at all. 

I here arc icli(s of dealings which are in the nature of barter. In 
nrr.il areas ol the United Slates farmers still dispose of their prod- 
nic thru the “(ountr v store.’’ lu parts of New Kngland eggs and 
garden vigetables are still regiilarlv reteived by village store- 
keepers iKuir tin* i ountr y lolk and i r edited against their purchases. 
A lanrrer has an an oiint with the store, upon which “credit” is 
gixen him lor whatever produce he brings in and from which is 
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deducted the charge for what he buys, in large part the credits 
and the debits offset; only the balance is paid off periodically in 
money. Such dealings — i.e., those which offse t — j^resent no diili- 
culty in the theory of the relation of money to prices. There is 
merely a barter system, limited in range, which happens to persist 
in a community most of whose exchanges take place thru the use 
of money. The barter area is so small as to be negligible, and in it 
tlie barter takes place in terms of prices accepted from the domi- 
nant monetary sphere. 

Another sort of qualification, less simple but of greater sub- 
stantive importance, is to be made when full payment in money is 
expected and agreed upon, but is postponed for some considerable 
time. Purchases often are made on “book credit,” not only in retail 
transactions but in wholesale. I'he buyer gets the goods at once, 
while the sum called for in payment is set down as a charge against 
him on the books of the seller. The payment, instead of being 
made at once, is postponed. Such purchase on credit has at the 
time the same effect on prices as immediate payment. If in addi- 
tion to a given number of purchasers who offer money there are 
as many more who offer to buy on time and who are fully trusted, 
the effect on the seller is the same as if the entire number offered 
money. Given the same supply of goods, prices would double in 
either case. 

But this is the effect only during the first stage. Sooner or later 
the goods bought on credit must be paid for. In the end, when the 
debt comes to be paid, money will be used. More than this, the 
money which is so used will not be available for other sorts of 
transactions. To the extent that money is dispensed with at the 
outset and so set free for other transactions, to that same extent 
more money is called for the subsequent repayments and hence 
at that later time less is available for other transactions. The rise 
of prices which is caused at the outset has its counterpart in a fall 
of prices at the end. 

For a period, then, the extension of book credit may have the 
same effect on prices as an equal increase in the quantity of money, 
and the eventual discharge of the debts the same effect as a de- 
crease. There is no certainty that quantitatively the two sets of 
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ojH i.iiirins will ollsct cM( h olhei with cxa( tncss. But on the whole 
llieie is a rciu^Ii r(|uival(aK c. In the great penduluni swings of 
inrxhtn inciiisuy tlieie are apt to he intervals of considerable 
length - a )( mi or tw(;, perhaps more — when new purcliases on 
( redit are made more freely than repayments on account of earlier 
puK liases. Dining su( h a stage ( redit operations act to raise prices 
hy an aiiKmm ( orresponding to the net increase of credit. In time 
ol ic( ession the situaticjn is the reverse, — the payments of old debts 
exc eed the new pure liases on c redit. Shifts like these, tho probably 
not of gieai consecjiienc e, play some part in bringing about the 
osc ill.uiiig mo\c*ments of pric es. 

Dealings ol both these kinds are usually described in business 
parlance, and i ighlly, as “c redit” transac tions. d'his use of the term 
must be distinguished Iroin its use when “bank credit” is spoken 
ul. I he dealings just clesc ribed are a means ol postponing payment, 
whereas bank c ic‘(Iit is a means of making payment. The one affects 
the use ol money, the other — bank credit in the form of deposits 
01 b.uik notes -is money. The promise of an individual, even tho 
it be in the lonn of a promissory note, can hardly circulate freely, 
however wc‘11 known and re|)uieci he may be; il only fc^r the reason 
th.it it must be a iu.it tea ol acc ident wluahea it be* of a denomina- 
tion coiucaiieut lor another transaction. No doubt it is possible 
th.ii the* ic(c i\cr ol a jiromissory note* ma\ endorse it and turn it 
o\c*i to .mother person in payment of goods, thus causing the note 
to liicul.ue lor .1 time. This kind of circul.ilion of promissory 
notes ol indiN iciuals sc*c*ms to ha\'c* taken j)lace on a considerable 
sc .lie in I ngl.md in the lust p.irt of the nineteenth century. But it 
is h.uclK more th.m one of the many curiosities of monetary his- 
toiv. “Ciedit” in the form of bank notes and bank deposits, c:)n 
the* othe r luind. h.is played a great and growing j)art in the means 
ol p.iMuent. I he* note s are made out in denominations convenient 
loi h.ind to h.md use; the deposits are made even more convenient 
and ellectiNc* bv the* nu’chtinisin ot c'hec'ks and c'learing. 

It mav be remarked at this point that the term “bank credit” 
is Ireciuently usc-d in still a different sense. Like all expressions 
ado|)ted into economics from ordinary language, it has no single 
nrecise meaning. Quite as often it refers to the loans made by 
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banks. An increase in the total volume of loans made by banks 
is spoken of as an increase of bank credit; and tbe same language 
is used about an increase in the total volume of bank deposits. l"he 
fact that tlie t\vo commonly vary together leads them to be spoken 
of as if they were the same thing; whereas, tho connected, they are 
not at all the same or ahvays connected in the same way or to the 
same extent. In view of the ambiguities of the phrase, which con- 
ceal some very difficult problems, it has been the endeavor to re- 
frain from its use in this book. Yet it is extremely difficult to be 
rigorously consistent in matters of this kind. The use of familiar 
terms in different senses is so imbedded that varying meanings 
slip in quite inadvertently. On every subject in every language the 
reader must sometimes infer from the context just what is meant 
by a particular word or phrase. 

§ 3. The preceding sections have dealt with qualifications and 
explanations which can be fitted readily into the logic of the 
(juantity theory. We have now to consider something different, — 
modifications which are important as a matter of reasoning and 
no less important as regards the facts to which they aj)ply. 

Recall the essential content of the theory. It states a direct pro- 
portional relation betweon the amount of money and the level of 
prices, the veloc ily of circulation of money and the (juantity of 
goods being assumed to remain unchanged. In the simpler formu- 
lation of the theory, the (juantity of money, velocity, and the 
volume of g(jods are treated as in(lej:)endent variables. Each factor 
is regarded as being governed by causes apart from those bearing 
on the other factors. 

In good j:)art, however, the several elements are not thus in- 
dej:)endent; they are interrelated. When one changes, the others 
may respond. An increase of the money supply, for example, does 
not merely raise |;)rices; it may also cause an increase in the amount 
of goods prcxluced and marketed; and usually it is accom|)anied 
by a rise in the vel(3city of money. A reduction in the volume of 
money may bring a diminution in the (juantity of goods. Nor is 
the connection only in the (3ne direction, merely from the money 
side to the goods side; it runs also the other way. 

The effects of changes in the monetary supply on production 
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arc chiefly of the short-period kind. In the long run and on a larger 
view, th(‘ v'ohiiiie of pKjdiiction depends not on piices or the piice 
level, hut on the state ol the arts, the natural resources, the stuff of 
the 111(11 and of their industrial leaders. The short-run influences 
ol ulouetaiv ( haiige on production show themselves most 
iiiaikediv in times of rapid paper money expansion or contraction, 
and ev'CMi more* laniiliarly in the successive’ phases of the business 
(V(l(‘. Sudi periods, tho short in a nation’s history, may run for 
several years, and ea( h while it lasts is likely to be regarded by 
most people (business men imluded) as if its conditions would 
p(‘isist ind(‘iinitely. 

( )n the other hand, there is an interrelation from goods to 
monev : ( hanges in the volume of production lead to changes in 
the (piaiititv and vc‘lo( ity of money. I his is in the main a long-run 
matter; ( ()mpli( ated, it is true, by short-run variations, but consti- 
tuting a peinianent element in the working of the monetary 
mec hanism ol deposit-using (ountries. I Io\v far (an these facts be 
luted into a cpiantity theory? 

(’.onsidei. Insi. the volume ol goods exchanged, and the reasons 
whv this volume ( hanges along with the cpiantity of money. The 
explanation lies in the uneven resjionsivciness ol prices. As was ex- 
j)lained in an c ai her c hapter, individual prices and incomes do not 
move at the same pace in the cemrse of a general movement. Partly 
because ol the conti actual nature of many costs, partly because of 
the lac t that |)i ocluc t ion is spread over lime, and partly because ol 
shiggishness in the workings of competition, the prices of some 
lommodiiies. and more partic ularly the wages of labor, lag behind 
ihe bioad diilt. Hence a movement of prices is usually accompa- 
nied bv a disturbance in the structure ol the prices of finished 
goods .ind thc ii costs of procluetion. On the rise, some costs — no- 
tablv wage s iiu rease but slow ly, and as a result profits are swollen; 
nil the* l.dl, since' the* costs comc' clown with relative sluggishness, 
prolits .lie' sin link. .Since produc tion in general moves with profits, 
an iiic lease in the cpi.uilitv of money, tending to raise prices, draws 
lentil incre.rsed production, while a clc’c re.ise in the amc:)unt of 
ni(>nev. le nding to lower prices, occasions a curbing c:)f production. 

.\o doubt some etlc’c t ol this kind comes also from the mere 
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psychological effect of rising prices. Even the all money incomes 
and all prices of goods might rise together and to the same degree, 
people would frcl more [nosperous, accustomed as they are to 
gauging all prosperity in money terms. It is only after an interval 
that they will begin to reflect that even tho they have more money, 
they are not in substance better off. Perhaps — who can say? — the 
illusion would persist if an upward movement went on in- 
definitely; not indeed if the pace were the rec:kless one of the 
familiar paper money excesses, but a moderate pace, never re- 
laxed yet ever progressing. Certain it is that this ])sychological 
effect has sometimes continued over periods of considerable length. 
During the last two centuries there have been dec ades and longer 
periods during which prkes clearly moved upward, others when a 
downward trend was unmistakable. During the n|)ward stage, 
people not only feel better but go ahead more confidently; the 
reverse during the downward stage. Production resjx)nds. Rising 
prices give a zip in industry, which may indeed develop into the 
speculative stage but for the time being brings not only cheerfid 
feelings but increase of the material out|)ut. 

§ 4. Turn now to secjuence of cause and effec t in the opposite 
direction. A change in the cjuantity of goods and in the volume of 
transactions may bring with it a change in the total ([uantity of 
money. This is the case most strikingly and on the largest scale 
with deposits. A purchase of gocxls, the discount of commerc ial 
paper, the creation of deposits— all these go tc^gether. An increase 
in purchases leads to greater borrowing and a larger volume of 
depcjsits. The increase in transactmns leads in itself to an increase 
in money. Likewise a decline of transactiems means less discount- 
ing at the banks and a smaller volume of money. Nor is this true 
only in the case of depc^sits. The same interrelation obtains when 
notes are issued with freedom and elasticity. Ehen a j)art of tlie 
proceeds of loans is taken from the banks in the form of notes in- 
stead of in deposits, and more notes are issued in response to a 
greater supply of commodities. The issues of the Bank of France 
and of the Canadian banks fluctuate from week to week as more 
or less transactions are to be effected. 

This kind of connection between the volume of goods ex- 
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( lian^cfl aiifl the aiiioiiiit of money is sometimes described by say- 
ing I bat, wliei e transactions are imjilemented by boi rowed tunds, 
tfie j^^mkIs “( leate” their own medium of exchange. In a sense this 
is true. Men hantsand manufacturers borrow from banks in larger 
or smaller amounts according as their recjuirements for the pur- 
chase of goods and services are greater or less. Moreover, the size 
of their recjuirements de|)ends not only upon the physical volume 
of theii puK bases. su( h as the number of tons of coal to be bought 
or the number of men to be liired; it depends also upon the valua- 
tion <jf tliese things, — the pii(e of coal per ton or the wages of 
labor pel bout. 

\'et it is better to avoid speaking of transactions as “creating” 
money. In any stric t sense, the statement is obviously not true; 
interpreted loosely — which it must be to have any meaning at all 

it is misleading. Sometimes it has been argued that the ejuantity 
theory statement is just opposite from the true one; it says that 
|)M< es govern the (juantity of money, whereas the relation in fact 
is just the reverse, riiose who believe this reverse relation to exist 
draw the com lusion that rc’gulation of the* amount of hank money 
is (|uite unnec cssai y ; from the nature of the way in wliic h this 
money is c reated it cannot possibly exceed the* tJansactions whic h 
it is to conduct. 'Mie thing necessary, it is said, is to confine the 
creation of money thru loans to actual commetcial operations; 
nothing more* is nc*ecled. 

rids view cannot stand the test either c:)f logic or experience. 

I hat pric e's move u|) and clown, even when the creation of money 
is confined t<» ordinary commercial [processes, is familiar. That 
these price movements are connected with c hanges in the supply 
of money is not open to cjuesiion. Nor is this different from what 
the logic of the matter would lead us to expect. As we have seen, 
deposits when created, whether fc^r business or other purposes, 
remain in existence for some time. F.ven after the completion of 
the particular exchange for which money is created by a loan, the 
deposit continues. It becomes a part of the sum total of deposits and 
is passed from [)erson to person by check. It may be so used perhaps 
a dozen or more limes to effect as many additional transactions 
after the one for ^' Inc h it was created. In relation to these trails- 
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actions, the money constitutes an added quantity of purchasing 
power not matched by any added production. 

Yet it remains true — to return to the main line of reasoning — 
that the supjdy of deposit money is not independent of the ex- 
changes to be made. Greater activity of business and a higher level 
of prices tend in themselves to bring about an increase in the de- 
posit medium of exchange. This does not warrant the assertion 
that the amount of such money is determined with any exactness 
by the volume of transactions; but it points to an interrelation 
which exists and which, even tho its quantitative bearing is hard 
to measure with precision, cannot be set aside as having little 
weight in the modern world. 

Fin n now to the factor of velocity. Matters here are in one way 
simple, in another way neither simple nor well understood. There 
is little doidDt in regard to the main facts. Both general observa- 
tion and statistical evidence make it clear that when the quantity 
of money is expanding and prices are rising, velocity usually is 
greater than it is when things take the opposite course. There is 
in this a certain similarity to the tremendous increase of velocity 
which is occasioned by violent inflations. But the phenomenon of 
increasing velocity with moderately rising prices is not to be ex- 
plained in the same way. In the extreme case of wild inflation, 
when people come to distrust money which they can still use and 
dispose of it as fast as they can, — then the element of confidence, or 
1 ather loss of confidence, explaiiLs the rise of velocity. But no such 
shattering of faith in deposit money occurs under the conditions 
of boom and optimism; and when a crisis docs ensue, the circula- 
tion of deposits is not accelerated, but slowed down. 

One cause of the acceleration in boom times is the factor of ex- 
pectation, — the course which prices are expected to follow. When 
the movement is upward, business concerns, faced with the fact 
that the prices of raw materials and other supplies are rising 
against them, are likely to hasten purchases in order to get the best 
terms. They tend, therefore, to keep on hand less idle money, and 
to disburse what comes to them as soon as it is received. When the 
price movement is downward, on the other hand, there is the op- 
posite kind of response. So far as the money used directly in busi^ 
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IK SS is cone cmrd. ;i rise of prices seems to promote its more rapid 
(low, a iail of jiiiees its slower flow. 

I here are doubtless other (aiises. The whole matter of velocity 
and of ( hati^es in veloc ity presents a (omplex of forces which 
economists are only be^innin^ to unravel. It would seem that the 
seveial elements do not iti fact vary separately, but connectedly. 
Gertain it is that we must be on ^uard aj^ainsi any literal interpre- 
tation ol a (|uantity theoiy, and still more so a<»ainst any offhand 
and mechanical resort to it either for the explanation of nione- 
laiv c xpei ie nc c‘ or the- determination of monetary policy. 

r,. I lie impoitaiue of deposits in relation {o tlu^ supply of 
mcHiev and the h\( I c)l |)ric(‘s raises a lurther problem of i^^reat 
inliicacv. Since deposits are created bv banks when lendini>, and 
since (he vohnne ol the lending is affected by the rates of interest 
:haigecl by ihc in. there* must be some (onnection between these 
i lies ol inte rest on the* one hand and the supply of money and the 
pi ic c* le\el on the othe r hand. WMiat is the connection? 

( )ne might expec t that the two would be* inversely related. low 
latc s of inteic si, it would seem, would encourage a huge volume of 
boM owing and henc c' lead to a plentiful monc'V supply and a high 
lange ol piic cs; high lates of interevst on the other hand lead to a 
small moni v suppb and low jaices. (aniously enough the facts 
scc in to show just the revcise. Periods of higher interest rates are 
irsnalh pc'iiods ol rising pi ic c*s, while limc*s of low interest are 
times ol tailing prices. So much is a m.itier of statistical rec:ord 
abtMU which iluie c .in be no disagreement. How is this apparent 
p.uadox tc» be resol\c*cl? 

The* cj ne st ion h.is beem the* c c'uter ol muc h c ritical discussion 
imong 1‘conomists. but has not vet !)een answered in any way that 
tommands gciui.d .igreeincnt. It reaches far aheld into matters 
uhit h h.i\c‘ no iinincdi.ue luMi ing upon the subjec t of the present 
h.iptcr. It will be enough at this st.ige to consider the simpler 
dusnetic.d .rs|)ec is and then try to see how the general conc lusions 
can be luted with experience. 

Other things ecjual, low rales of interest tend to swell the vol- 
nine ol lo.ins and deposits and to raise pric es. Business men finance 
their prociuc ti\e operations largely by borrowing from banks, and 



they count the interest paid the banks as a cost 
against the profit which production is expected 
then, a certain expectation as to what the level ol profits will he, 
the lower is the rate of interest charged by the banks for loans, the 
larger will be the net profit remaining to business men and the 
stronger the inducement to extend production by the aid of 
additional borrowed funds. On the other hand, if the rates charged 
by the banks are high — that is. high relatively to profits— the 
volume of borrowings tends to be smaller, borrowing from the 
banks being so intimately connected with deposits, a rate of in 
terest that is low relatively to profits tends to bring about an in- 
crease in the (piantity of money and a rise in the level of jm ices, 
while a rate that is high causes a shrinkage of the cpiantity of 
money and a fall of prices. 

The rates of interest charged by banks are in their turn affected 
by the movement of prices. Once the (piantity of money is expand- 
ing and the range of prices moving upward, the fac t that business 
men arc then securing higher prcjfits lends to cause interest to 
rise. In times when expectations are high and prospects for gain 
seem good, all business men want more “( apilaf’; that is, all want 
the money means that will give them (ommand of more capital 
goods and more lalxjr. 7 he demand for loans from the banks in- 
creases and the rates of interest charged by the banks are drawn 
upward. Conversely, when prices are falling, interest rates tend 
also to fall. The prospects of gain then seem poor, and the demand 
for accommodation from the banks is correspondingly slack. Thru 
it all, it is optimism or pessimism that chiefly counts. 

This sort of connection between interest and j:)rices appears to 
explain the correspondence between movements of interest and 
movements of prices. It is the expectations of gain which seem to 
account for the observed facts. Rising prices, a large V(jlume of de- 
posit money, high interest rates, — these go together; likewise do 
low interest, a small supply of deposit money and falling prices. 

The wider causes bearing upon the situation arc complex and 
obscure. Among them are the eventual accretions of profit and 
income, as contrasted with the expectations; the long-run rate of 
interest on investments as compared with the bank rates on loans; 
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I Ik* physic al i caliiit s as coinparrcl with llie money expectations, 
riie lelaiion which is most nnmistakal)ly seen in any statistical 
male-rial is that just clc-sc 1 ihecl. 

It is to he remaikecl that in this proximate relation the con- 
nection seems io he closer between high rates ol interest and ris- 
ing prices than hetween Icjw rates of interest and falling prices. 
Pc*ihaps it would he better to say that the effec ts of cl/anf^es in the 
I ales of interest are mcji e unmistakable in the lirst c ase than in 
the second. A familiar proposal toward mitigating the ups and 
clowns of the business c yc :lt*s, sometimes even put forward as a 
means of |>reventing them, is that l)ank ratc-s of interest should be 
raisc*cl sharply in boom times in order to c hec k dangerous activity, 
and on the other hand should be lowered radically in times of 
depression in order to rc- induce and promote wholc'some activity. 
A higher rate is ex|)ec ted to have a sobering effect when there is 
undue optimism, a lower one to be stimulating when there is un- 
due pessimism, Ehe two procedures, however, do nc^t in fact 
seem to be on a par with eac h othcT. Apparently a sharp rise in a 
cential bank’s rate of discount, entailing a similar rise in bank 
interest all around, has more effect in c lu‘c king a boom than the 
con vet se |)rc)(eclure has in promoting revival. I'his sretns to be 
the case; the point is one of the many in the phenomena of the 
business c yc le about which we have still muc h to learn. Probably 
it is anotiu-r among the psychological phenomena which, tho 
hardiv the main thing underlving the c yc les, do |^lay a large part 
in them, and at the* same time a |)art which mav easily be incon- 
stant and unpredic table,- -greater at one time than at another, 
g! eater in some countries and communities than in others. 

Not least, it is to be remai ked that this whole range of discttssic^n 
relers to the b.ink rate of interest, and chiefly to the rate of dis- 
count. — the rate on the short-time loans in the day-to-day cold- 
blooded mai ket as distingtnshed from the rate to a bank’s regular 
customers. More will be said elsewfiere on the various kinds of 
loans and the various rates of interest. — on long-period rates and 
c hanges in them, and on short-period rates and changes in these. 
It is the latter which are chiefly had in mind when we discuss the 
wav in which the price level is connected with the rate of interest. 
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A clifEerent kind of analysis and intci prciaiion must be applied to 
interest on capital as a social institution.^ 

§ 6. A direct relation between (juantity of money and prices 
appears in the case of government paper money; a case of com- 
manding importance in the twentieth century. Here the amount 
of the paper has in ordinary times a temporary and slender rela- 
tion to the volume of transactions. That relation does appear in 
the fluctuations of the denominations of the notes, (juite the same 
as the familiar fluctuations in the cjuantities of subsidiary coin.“ 
But the total volume of government paper is cjiiite independent of 
the course of business in the extraordinary times — war and the like 
emergencies — when resort to it is made on a great scale. As we 
have seen, the striking phenomena in the history of paper money 
appear in times of war inflation. Then there can be no cpiestion 
of the volume being the result of greater activity in business. It 
may cause greater activity of a wild kind, and this may lead to in- 
creasing issues; and then, as on other occasions of speculative 
outburst, there will be the demand lor “more money in order to 
finance prosperity.” No one would pretend, however, that the great 
historic doublings and (juadruplings of prices in the course of wars 
have had as their fundamental cause anything other than the out- 
pouring of paper money by governments. 

This leads to a new element in the modern situation. It has been 
repeatedly remarked in the previous pages tJiat bank notes are 
essentially similar to bank deposits, and that some of the charac- 
teristics and inconsistencies of legislation on banking in the nine- 
teenth century and far into the twentieth have arisen because of 
the failure to perceive this similarity and the difficulty of adapt- 
ing legislation to it when it has been perceived. But the similar- 
ity ceases when bank notes become virtually government notes. 
This they do become when the issue of notes is allowed only to the 
great central banks, as is now the case almost universally. True, in 
ordinary times there may be elasticity of issue, and adjustment of 
amount to the demands of the public for the various denomina- 
tions of cash. There may also be ordinarily redemption of the 

' See Chapters 38-40 in Vol, II. 

2 See Chapter 21, §5 
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iKJtcs in — niaiiitciKincc of a real gold standard. But in times 

of sticss all this is ihrown to the winds. Ihc notes become incon- 
vertible jjaj>ei . I heir amount is a matter of the will of govern 
ment and is not influeiu ed by the vajlume ol goods produced and 
offered. It rests (jii a (juite extraneous factor, the immediate finan- 
( ial need of the public treasury. When this stage is reached, the 
jju fnises (iii whi( h the (juantity theory rests are essentially in a( - 
( Old with the fads. If deposit banking also were all in the hands of 
government, the same would presumably hold of that form ol 
money also. I hcn it (ould hardly l)e pretended that (piantity of 
money and (|uaniity of goods were interdependent; each would 
be an independent lmuti<jn. 

7. W'hat now remains of the “(juanlity theory”? Not much, it 
would seem, as regards the matters which in tlie twentieth century 
bulk largest in the dis( ussions of these matters Ixnh by economists 
and by tiie larger pid)li( . rrue, it is acc epted as the main element 
in c’xplaining the explosions from great issues of inconvertible 
money, familial in history yet easily forgotten. It still has mean- 
ing, flirt lu-r, for problems whic h, tho forgotten cpiite as c^ften, are 
of the highest im|)ortance: for the long-|)eriocl mcncments of 
|)i ic c‘s and so for the jirinc ipk‘s and the mec hanism of a managed 
i inic iK y. It bears on the persistent ])roblem of the desirability of 
retaining the gold standard. If that standard comes to be restorcxl 
to something like its old plac e, the changes in the monetary supjjly 
ol the* metal will ha\c' to be taken into account, essentially on the 
lines of the cjuantitv tiuorv: a matter to be disc ussed further in 
the- next following chapter. And if, on the other hand, the gcjld 
sianiLird is disc aided one e for all, the oidy alternative is some sort 
of p.iper or token money, l liis will have to be watched and man- 
aged. There will be at least as great clitlic ultv as under a gold basis 
in ascertaining in what way a moderate increase or decrease in 
(luantity will alien prices. The same |)ossibility will arise as 
of old that there mav be violent changes whose consec|uenc'es can 
be predic ted onlv on the old lines. .\nd if, further, the deposit 
SNslem comes to be radically overhauled, anv plan of action must 
rest on the assumption that less of deposit money means lower 
price's, and more of it higher prices. 
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When it comes to short-period changes in pnce:^ —not only tlie 
very shortest, but those for periods of some yens — ^ve are much 
in the dark about the extent and way in which the price level de- 
pends on the volume of money. Here the conclusions most tenable 
are largely of a negative kind. It is tolerably clear what will be in 
tlie end the cumulative effects of rej)eated additions to the quan- 
tity of legal tender money, whether gold or paper. But no one can 
predict with any certainty how soon the consequences will come 
or how great they will be. 

Possibly the improvement of statistical science and of the ma- 
terials on which tlie statisticians work will in time enable a finst- 
late government to know in advance just what measures will 
bring the monetary situation deemed ideal and how promptly 
they will do so. But this is no more than a possibility. The prob- 
ability seems to be that for long-run jilans we shall have to content 
ourselves with the old familiar doctrines, — truisms perhaps. It is 
striking that these truisms, notwithstanding the rough handling 
they have received in recent economic literature, slip inevitably 
into the discussion as basic when it comes to judgments and pre- 
dictions at any given date on the complex problems of immediate 
monetary policy. 
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1. riic osscntinls of th<* gold standard: the monetary unit convertible into 
a given weiglit ol gold. Its older form: free coinage and free circulation. — 
1C I he later foiin: the gold l>uilion standard. Contrast to free circula- 
tion. Relation to |)a|)er money. A variant: the gold exchange standard. — 
Two gains ascribed to the gold standard; stabilization of the foreign 
( xchaiigi s. and siahili/ation of the price level. I’lie first clearly achieved; 
its iinpniiaiKc* soineiiines exaggerated. — .j. Stabilization of prices nmre 
iinpoitant hnt nevci so fully attained. How aflectcd by the form of the 
gold s\sn in, by the sensitivc iu'ss of the banking system and by the charac- 
lei of inlet national paunents. — iij 5. Difficidties after the war of 1914-18. 

I iigland. I he I'niied Stales. Other countries. — {;;(). I he only alternative 
to the gold standaid system is one of inconvertible paper. Roth call for 
m.magement, but the* paper for more* of it. Importance of psychology, of 
KMiicd itachtions; of political factors and international relations. Some 
com lusions. 

1 . 1 m. .subjec t of this t haptcr is c loscly c oniicctcd with those 
of the ( h;i|)tei s prec c cliiio, yet hardly less c losely with the Book 
that follows. ()h\iously it is most intimately eonncctecl with 
moiu'v and hanking: yet c annot he readily followed without some 
nndersianding « )l inicn nal ional tr.ide. The re;tdt‘r may, if he washes, 
postpone the |)ic'sent ih;i|)ler till ;ifter reading the chapters on in-- 
let national tiacle. The* t\vo snhjc'c ts. money and international trade, 
interlac e-. ^ ei a c cmsidei ;it ion of the* history and meaning c^f the 
gold sianclaicl constitutes a soit of clima.x to what immediately 
|)ic c c-dc s: .nul lor th.it ic .ison it is placc*d here. 

I he- gold standard, its working, its acl\antages and disadvan- 
i.igc s. its past and future, c ;nne to he looked at more critically 
alter the* grc.it crisis of ipup tlian at any preyions time. During 
du- ninc-tcc-nih cc-ntnis gold was thought to he clearly the hc\st 
h.isis foi a mc»nc-\ s\stc*m: h\ the fourth decade- of the twentieth 
(c-ntnr\ the- prestige- ol the- gold standard had been sadly impaired. 
Not onl\ the c|nite disc reclited p;tper money yisionaries of older 
days hut .sober and cli.se riminaling thinkers began to ask wdiether 
a better system could not he found, or at least some fundamental 
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t lianges made in the system itself that ^vollld remedy troubles su|)- 
poscd to be inherent in its traditional mode of r)peiation. 

The gold standard rests on the establishment i)y law of an 
equivalence between the monetary unit and a given amount of 
gold. Originally it was conceived to mean that the monetary unit 
should actually contain a stated amount of gold; for instance that 
the American dollar (by the law of |) should contain 
grains of fine gold. In the course of the nineteenth century, as pa- 
per came to be used more and more, gold pieces were used less 
the world over, and in the twentieth century after the war of 191 t * 
i(S the metal served its monetary purpose only in the form of bars 
held in public reserves. Such phrases as “the weight of the gold 
dollar,” ‘‘the gold content of the dollar” (or pound, or franc, or 
mark) are merely traditional, left over from former days. What 
the law means and what these phrases point to is that the circulat- 
ing money is made exchangeable for a stated amount of gold. Un- 
der the laws of most countries the ecjuivalence has been achieved in 
something like the old way, by naming a “mint jn ice of gold.” In 
(beat Britain, for example, when the gold standard was restored 
(temporarily) in 1926, the mint price of standard gold (gold 
11^2 fixed at the old figure £3 17s io\/yd j)er ounce; but 

no gold coins were struck. Expressed in the same fashion, the mint 
price of gold in the United States, as hxed (for the time being) in 
would be $35 per ounce; but no gold coins were minted. It 
is a matter of indifference what mode of expression is adopted. As 
a basis for the formal establishment of a gold standard all that is 
required is that the law state the amount of gold in the nK)netary 
unit. 

E'or tlie standard to be operative, however, something more 
is necessary. It is not enough to have mere legal enactment; the re- 
lation stated in the law must be established in fact. Indeed, no 
specific enactment is necessary, if there be adecjuate administra- 
tive power. The value of the currency unit must ac tually be kept 
equal to that of the specified amount of gold. Fhis is the essence 
of the gold standard. 

Under the older tradition, two things were thought necessary 
in order to assure this equivalence. First, the government must 
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.Stand willing to deal in gold in unlimited amounts at the legal 
('mint) fjri< e. Bullion or (oin must be h.ad on the stated terms by 
every person who presents paper or any legal tender other than 
gold, no matter how much he wants; and, on the other hand, gold 
must be l)ought at the .same price in whatever amount it is offered. 
When gold (oins are in use, this means “free coinage.” Bullion 
must be (onvertible intcj coins at the mint, or coins intc 3 bullion, 
wilhout limit as t(; amount. Where c(jins have ceased to be in circu- 
lation, and paper iiKJiu y takes its place, bullion must be given for 
the paju r (of lor ( he( ks payable in paper) without limit ol amount. 
It is not necessary that the bullion be supplied without any 
< haige. Where there is still ac tual coinage of gold, there may be a 
‘ seignioiagc • ’ to lovct tlie expen.ses of minting. VVdiere gc 3 ld is not 
(oinccl. there may lie a handling c harge cn some such fee — corre- 
sponcling to a sc'igniorage -to dcflray the expen.ses of conducting 
ihc‘ transactions. An c*ssen(ial thing under the older conception 
is that the transac tions be* unre.stricac‘d. 

rile second princ ipal rc‘c|uirement is that no obstacle be placed 
in the wav ol whatcNci dispersal the holders ol gold coin or gold 
bullion may c hoose to make of thc‘ir mc lal. It must be permissible 
to melt down gold coin, if ihc te be sue h in use; 01 , where onlv bul- 
lion is used, to obtain this from the aulhoritic's and to emi)lc3y the 
me tal for whatc-vei purpose is desired. — e.g. lor industrial uses 
suc h as the* manulacture of jewelry and ornaments, the making 
ol wire or the* Idling of teeth; these must be pc*rniittecl without 
rc stric tion. Most of all it is essential that theie be freedom in the 
use* of gold for export to other countries. One* of the prime ftme- 
tions of the gold standard was to establish stable rates of exchange 
!)c iwc*en the c urrenc ies of different nations, and this, it was be- 
lie\ed, could onh be done if there was no hindrance tc3 the ship- 
ment of s|K‘c ie bet\\c*en one country and another. 

i!. Contrast now the gold standard as it was thus in operation 
din ing the pericnl of its hevdav — the second half of the nineteenth 
centurv — with the form it came to have in the third and fourth 
dec ades of the tAventieth c enturv. d'he earlier form might be called 
the “classic” form, developed in the western world contempora- 
neously with the wide acceptancx* of the “classic” economic cic3c- 
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trines of Adam Smith and his followers. It is the system of free 
gold circulation. The later forms are the gold bullion system, and, 
as a minor variant of this, the gold exchange system. 

In the classic form there was not only free coinage and unfet- 
tered access to coin and bullion at the mints, but also a substantial 
circulation of gold coin in everyday transactions. This, indeed, 
was often thought — half unconsciously, as if it were a matter of 
course — to be the only form in which a gold standard could exist 
at all. Gold, it was felt, had to be in hand-to-hand use. 

To ensure that gold coin should be steadily in circulation, and 
especially to prevent it from being displaced by paper notes, va- 
rious devices were adopted. One of the simplest of these, long 
j)racticed by European countries, was the prohibition of paper 
money — bank nc^tes — of small denominations. Hank of England 
notes could not be issued under five pounds. Hank of France notes 
under fifty francs, German bank notes under fifty marks. In France 
and in Germany notes of even these larger denominations were in 
fact issued sparingly, with the express design of preventing the dis- 
plac ement of specie. Where such regulations were in force a con- 
siderable circulation of specie was assured. People need cash for 
everyday transactions, and if paper money is not available in the 
apj)ropriatc denominations, then gold coins will be called for and 
will remain in circulation. 

The gold circulation system had disadvantages. From the stand- 
point of the money-using public it imposed some inconvenience, 
(iold coins in any but the smaller denominations are heavy and 
awkward to handle. On the other hand, when the transactions arc 
of considerable size, notes arc superior to gold. Again, from the 
standpoint of the money authorities, the system was expensive to 
maintain. The use of gold coins in everyday payments as well as 
for reserves against notes and deposits meant that a much larger 
amount of specie was required than otherwise would have been 
tlie case. Not only immediate expense but another ground, of 
wider economic weight, jirompted a more sparing use of the 
metal, — fear of a coming shortage in the world’s supply. ' These 
considerations, together with others of a more (Inl)ious sort, sik h 
as the supposed advantage for political and military power of a 
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j^rcat centralized stock of gold, put the gold circulation system in 
disfavor. After tlie war of 1914-18, when people thruout the world 
Iiad hecf)iiie well accustomed to the use of notes of all denomina- 
tions, a fliflerent form of gold standard came into use. 

Under that newer form, specie is used in the form of bullion 
only. Instead (jf being made up into coins, it is kept in bars; not 
put into adive ( iiddaiion but confined in reserves. It is dealt in 
freely f)y the monetary authorities at the legally established price, 
but it is not minted. Unrier this, the gold !)ullion system, the metal 
still ads as the standard: the value of money is kept equal to that 
ol gold. I iu‘ ovei t ( hange that has taken place is only in the shape 
in whi( h gold appeal s. 

I he gold hullion system involves a clear recognition of the fact 
that whei e notes of a satislat tory .sort are issued the circulation of 
spec ie is tinnet essary. As long as bullion is readily available for 
industrial tises or lor shipment to foreign (ountries, the full gold 
siandaid tan be maintained. 'Ehere is no need to mint coins. The 
ptn post s for whit h gold is wanted are just as well served by specie 
in bars. 

The (onlinement of gold to holdings in monetary and banking 
reserves is the latest stage in a long prot ess of evolution. Originally 
tised as the medium of ext hange betatise its sheen and its durabil- 
it\ s.itislietl the uni\ersal tlesiie ftn* dis[)Ia\, it was gradually dis- 
platftl in the familiar hantl-tt) hantl uses, hirst tame bank nt)tes:‘ 
then t onsitlerable bank tieposits: anti finally (anti it would seem 
tlelmil i\ t l\ ) |)a|)er money issuetl t)r t t)ntrolletl by gtivernment. It is 
something til a paratltix that a metal first usetl as money because of 
its appeal to the e\e shtmltl ttmtinue tt) be so usetl as money only 
in the lorm ol unsight Iv bars buried in the vaults of central banks 
anti tit asui ics, or in that huge anomaly, Etna Knox. 

.\ thirtl Itirm whit h the gt>ld stantlard has taken, an attenuated 
valiant ol tlu‘ bullitin svsiem. is the gtiltl ext hange standard. It 
ie(|uiies. t m itmslv i iiough. no holtling of goltl whatever on the 
pai i ol (he ( tmntrv that maintains it. In lieu of reserves of the gold 
iisell. lest ives ait' kt'jit in terms til stime iinimrtant ftireign money 
dial is lullv est.iblishetl on a gt)ld standartl. The reserves may be 
in the ftnin of tieposits held in the banks of the foreign country, 
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or in bills of exchange or other claims readily coincrtiblc into the 
foreign money. So long as the foreign immey itself is in fat t ex- 
I hangeable for gold, the country operating the gokf < \change sys- 
tem can keep the value of its currency ecpial to that of a fixed 
amount of gold, simply by buying and selling the I'oreign money 
(or claims to it) at a fixed rate. In other words, it can maintain 
a gold standard for international payments and for the foreign ex- 
changes. Thus for many years before the war of 1914-18, the Indian 
government kept the value of the rupee at about is 4d with re- 
s|iect to sterling, and after the war kept it at about is fid. As long 
as the pound sterling was convertible into gold at a fixed parity, 
the rupee was too, because convertible into sterling exchange. 

The great advantage of the gold exchange system is that of 
economy. From the standpoint of the public treasury and the 
public finances, the deposits in foreign banks and the bills of ex- 
change on foreign countries, besides fulfilling the function of 
reserves, stand also as a source of gain; they earn interest. For these 
reasons it might be thought that the gold exchange system would 
be in wide use. But it has not been. So strong is the popular feel- 
ing in most peoples against anything which appears to signify a 
dependence on other nations that only a very few countries, and 
these not of the first economic importance, turned to the gold 
exchange system with an expectation of its permanent retention. 
Its main use has been as a first step toward the restoration of a 
gold standard after periods of monetary disruption. It was so 
utilized by Austria in the nineteenth century and by other Furo- 
])ean countries after the currency chaos of the war of 1914-18; and 
it may be used again in this way. 

§ 3. In considering both the past and the future of the gold 
standard, a distinction should be drawn between two benefits 
which it may bring. The benefits are: first, the stabilization of the 
foreign exchanges; second, much the more important of the two 
but also the less easily attained, the stabilization of the price level. 
The first end is reached in much the same way and much to the 
same extent, by the gold standard in whatever form; while there 
are important differences as regards the second. 

Where the moneys of two or more countries are established on a 
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^oUl sraiidanl, movenu-iits in the ioreigii exchanges are held 
within very narrow limits. I liis sul>jecl will be dealt with at a later 
stage, the par of exchange, the ((jiiditions under which gold 
flows from (oiintiy tocountry, the narrow limits within which the 
rates of exc harige fliK tuate. d'here is no substantial deviation from 
a( ( tiracy if we say that where the trading countries have the gold 
standard, their rates of foreign exchange are fixed.^ 

Fixed ex( hanges immensely facilitate all international economic 
intercourse, 'i'hey render possible a greater substantive movement 
than would othe rwise* take place. As regards the great staple corn- 
modi I ic*s whic h make* up the bulk of the tonnage movement be- 
tween countric'sorc’s, grains and sugar, cotton and wool and 
jute- -tiade opc*iatc‘s on an extremely narrow margin and large 
transactions are undcMtaken which promise cjnly a small per- 
c oniagc* of gain. So long as the dealings c an be conduc ted with the 
assuiancc* of even a tiny gain per unit they are carried on freely. 
Fixed exc hanges enal)le dealers and merchants to make close and 
ac c urate comparisons of prices in domestic and foreign markets 
and to dismiss from their c'stimates of profit the c hances of great 
ups and downs in the foreign exchanges. Without stable ex- 
changes. movc'inents of the exchange rate are im|)redic:table, and 
mc*i( hauls have* no way of c alculating with certainty what deal- 
ings will be worth their while. As a residt, the vc^lume of transac- 
tions is reduced. 

I low gieal is this effec t — how muc h the physical volume of in- 
tc*i national trade is lesse ned bv erratic foreign exchangers — is nec:es- 
sarilv a matter of judgment and gue*ss. Wrv great and rapid fluctu- 
ations no doubt ha\e a long continued injurious effec t, may even 
ha\e a paraK /ing one. But it is not c le*ar how much damage is done 
bv fluctuations ^\hich. iho rapid, are kept within a mcxlerate 
range. Brokers and bankers specialize in the foreign exchanges, 
and thru them the mc*rc hant c an cover himself, buying his ex- 
change once for all and leaving the middlemen to do what they 
can to minimi/e their own risks and inaximi/e their gains. The 
same soit of thing happens in domestic trade where there are 
organi/ed exchanges and large speculative transactions in com- 

' See llh.ipier 31. 
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niodity markets; and the same sort of doubt may arise whether an 
elaborate marketing organization is not attendt d by unwelcome 
consequences. In both cases — in domestic as well as international 
speculative operations — it would seem that the physical volume of 
transactions remains ordinarily much the same. 

The situation is different where the irregularities and distur- 
bances of the exchanges are not only great but persistent. In the 
course of the years of depression that followed the crisis of 1929, 
the conditions of international trade were ([iiite anoiiialoiis. The 
physical volume of the trade was reduced to a surprising and dis- 
rupting extent. And the great dislocations of the foreign ex- 
changes were in themselves a cause of the physical decline; for 
they gave occasion for higher import duties, restrictions on im- 
ports and exports, quotas, clearing arrangements and the like. 
These hindrances were not the consequence solely of the exchange 
fluctuations; other factors entered, such as the general fall in 
prices, political dangers, panic flights of capital first one way then 
back again. It is impossible to separate effect from cause; to decide 
how far rapid and uncertain changes in the rates of foreign ex- 
change were causes in these anomalous happenings, how far re- 
sults. All that can be said in general terms is that there is some sub- 
stantive gain from the simplicity in the foreign exchanges which 
comes when all countries maintain the gold standard, and comes 
even when all the more important countries do so and others do 
not, and that there is some substantive loss from repeated spas- 
modic fluctuations. 

Much the same is to be said of another substantive aspect, — the 
movement of capital from the older countries into the newer. 
That takes place more smoothly under a common standard, and 
the gains which accrue to the lending and the borrowing country 
are secured at less cost and arc subject to less disturbance. Where 
there are dislocated foreign exchanges, the disturbing element of 
risk enters no less into capital transactions than in the import and 
export trade. Indeed, it enters more, since the capital contracts are 
in general for long periods. Commonly it is sought to eliminate 
the risk for the lenders by specifying payment of interest and 
principal in terms of a given w^eight of gold — the weight tradi- 
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lifjnal in tlic coinage systems of one or the other of the countries. 
But stipulations of iliis kind have proved difficidt, indeed virtually 
iin[)ossil)le, to enforc e in the courts. For capital movements even 
more than for mere handise transactions great and rapid fluctua- 
tions in the exchanges, !)rought about by far-reaching political 
and s(K iai distin bailees, have serious effects on the substantive sit- 
uation. 

jsj.j. It is stability in prices that is much the more important 
tiling. I 'll is was supposed to be greatly promoted — even attained 
so lar as was humanly possible by an international gold standard. 
Ilou’ lai was the* result in fac t attained? And how completely and 
how smoothly? I lie answer to these cpiestions is n(3t the same for 
the earlier and the later loiins of the gold standard, — the free 
( ii< uiatioii system and (he bidlion lesei ve system. 

File expec tation of stability in prices was based, as need hardly 
be said again, primarily on the* slowness of changes in the total 
su|)|)ly of nionelaiy gold; and ftirther on an expec tation that the 
tot;d volume of transac tions also c hanged but slowly, riiis latter 
expec tation ^^as not often specifically referred to; it was held in 
iiiincl half unconsc iously, being a common-sense generali/atic)!! not 
e-asilv Nerifiable by statistical (‘viclenee, but tenable, and on a little 
rc'liection e \(*n obvious. The lust e*lement, ibe* slownc’ss of changes 
in the mone*taiy supply of gold, was deliberately and elaborately 
considered, and j)Ia\ecl .1 large- |)ait in the literature of the subject;, 
and it has be en sullic ie*nt Iv clc-alt with in the prec eding chapters.^ 
W hat cone c l ns us lu-ie- is that the* slowness of c hange in gold sup- 
plv w,is sup|)osc*d to e xist not onlv in the world at large but in each 
countiv whic h had the- gold standard. It must l^e l)orne in mind 
th.it the- thing supj)c)se-cl to be constant was the monetary stock; 
not the- total stoc k. still less the annual prodtict from mines. 

.Now the- stabiliiv of gold suppiv. and the promotic^n thereby of 
siabilit\ in the price- level thruout the field where the gold stand 
arc! obt.iiue-d, icste-cl on the* furthei supposition that gc^lcl moved 
fre-e-lv Iroiu coimtrv to eountrv. and that all countries thtis were 
one- as le gards the ge neral movements of prices. Anv unusual rise 
of |)riees in a single counirv served to attract goods from other 

' Set' e luiptei ^ i . 
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c ountries and so cheeked a rise, while any fall in prices in a single 
country would attract gold and so check a fail. I he elfec ts of any 
change in the monetary supply of the metal would he spread over 
the entire system. Even tho a change in volume were such as 
might bring sudden and great price movements in a single coun- 
try if confined to that alone, no violent disturbance was to be 
feared if the effects were spread over the whole held. 

All this seemed to be proved by the experiences under the great 
liistoric changes in gc^ld supj^ly, especially by the outcome of the 
Californian and Australian gold discoveries of the middle of the 
nineteenth c:entuiy and by that of the South African discoveries 
at the close of the century. In both cases the world level of pric:es 
rose, and the movement Avas slow for the world at large. True, the 
rise was made slow largely because of the adventiticnis circumstance 
that the gold was not a net addition to tlie monetary supply; in 
good part it served to displace silver whic h flowed to the Orient. A 
marked increment nevertheless there was in tlie Western world, 
and the tendency of prices was to rise. /Vnd yet, notwithstanding 
changes in gold output 011 a scale never before known, prices rose 
at a pace very moderate. And the rise, so long as it was moderate 
and gradual, might be dc*emed advantageous as giving a stimulus 
and a zip to industry. These two periods of rapidly increasing gold 
supply, both coming in the full flower of the gold standard, were 
periods of marked prosperity and marked inc rease of international 
trade in the world at large. Not cjiily did |)ri( es rise Imt also the 
physical volume of production — the naticjiial dividends in terms 
(jf goods and services. 

This smoothness of the movement over a great area was pro- 
moted by the ready impact of the gold flow cm prices in the several 
countries. Evidently the nmre sensitive the kind of gold standard 
possessed by a given country, the more certain and rapid is that 
country’s response to an inflow or outflow of the metal. If al! 
countries are sensitive, the more likely is it that the price level 
in the world at large will not change rapidly. Ehis very sensitive- 
ness, tho a factor that makes the gold standard work better, is com- 
monly felt to be a disadvantage where it leads to a check on rising 
prices, still more so if it happens to work in the direction of a 
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positive fall in prices. Hence the endeavor to accumulate in a 
( entral bank a lar^a* reserve of gold, which should be available for 
remittances abrcjad without bringing immediate pressure to bear 
on the c ominerc ial banks, or — if pressure cannot be averted — with 
all possible easing of the strain. 

Of prime importance in the matter of sensitiveness, and thru 
this ol the* sj)ieading o\er a large area ol the effects of changes in 
gold sn])|jly, was the |)ositi(;n which gold so long held as everyday 
mone y. What this means and what follows from it has already been 
pointed out. Whe re the c ircadating medium is made up largely of 
gold coin, the* sensitivenc‘ss is grc*ater than under the bullic:)n 
system; for an outflow or inficiw of the metal impinges more 
c|uic kly on the monetary sii uc tine, rrue, wheae there is a wide use 
of clc‘posits. the e ffee t is in neither case at all instantaneotis. (iold 
that flows into a country then goes first into bank reserves; gedd 
that flows out (omc's Irom them. W^hile the changes may affect de- 
posits, the rapidity and magnitude of the effect depend cjii the 
abundaiuc of the spec ie holdings, on the extent of their c:c)ncentra- 
tion in central banks, and not least on the* state* of industry and 
tiadeat the time. But if deposits do increase and prices do rise as re- 
sei\cs aie swelled bv gold inflow, the commercial banks are also 
called on to supply moic* hand-to-hand money to their customers, 
(iold being in h*md to-hand use, a part at least of any new supply 
filters into c ire illation. I lie conver.se ensues when there is a fallimr-' 
off in deposits: gold piles up in the banks. In general, a gold stand- 
ard with free c ire uhition and readily available bank reserves has a 
cc'itain automatic balance; the rc’serves are subject to internal 
diain when imports ol spec ie push j)ric es up, and ac c uniulate when 
|)ric es fall and so sei \ c* as the basis of the next upward movement. 

1 hc‘ bullion svstc*m is less sensitive than the gold circulatic^n sys- 
tcin. and tor that reason is more smooth; but it also is less auto- 
matic in its working and calls for more constant and more difli- 
cult m.magcnuni. 

Sensitiveness, tho one of the factors which made for the world 
stability of price's under the gold standard, was often felt to be a 
source of danger; or if not dangerous, at all events inconvenient. 
In times of l)oom it was said that there was “not enough money 
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to finance prosperity”; which meant that more c i^h was called for 
in everyday circulation and that the banks did not relish the pres- 
sure to provide more and more of it. Hence too the familiar de- 
mand for a “flexible currency”; heard little in times of (juiescence 
but loud when the business stream was rising dangerously. It is an 
old and familiar story. People approve of salutary regulations in 
the abstract, but wince when the restrictions come to be applied to 
their own doings. 

There are other grounds, more valid, for steps toward lessening 
sensitiveness. It renders the whole monetary system, and the whole 
industrial system, vulnerable to strains which may be recurrent 
and at the same time unpredictable. They arise more particularly 
from the extraordinary growth of international payments other 
than for merchandise imj)orts and exports, — the “financial” opera- 
tions; and also from purely political causes. Sudden strains on 
both accounts were not uncommon before the war of i()i4-i8. 
After it, they became much more common. Sales of the well-known 
corporate stocks and bonds and of public obligations could be 
made at a moment's notice in any part of the world. Transfers of 
them, tho sometimes they served to take the place of specie move- 
ments, were also causes of such movements on a great scale. These 
factors ill international payments, already important before the 
war of 19 14-1 8, not only became of larger consequence after the 
war but were added to and complicated by the great mass of politi- 
cal debts and j)ayments between countries, — tlie interallied debts 
and the reparations. Further complications arose from the j)olitical 
uncertainties of the post-war period itself. The fear of monetary 
c hanges, and also of instabilities, nay revolutions, in governments, 
led to panic sales and transfers, sometimes into gold-standard coun- 
tries, sometimes out of them when devaluation was feared. 

Where international payments arise chiefly from the import 
and export of goods, there is little likelihood of sudden impacts 
on a gold reserve, or of unexpected disturbances. Disturbances 
there may be, but none so sudden and sharp as those likely to arise 
from the financial and security operations, or from the rumors 
and panics of political overturns. As matters stood in the third 
and fourth decades of the present century great international 
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remittances were called for, sliarp fluctuations in the foreign ex- 
changes arose, gold moved to and fro in great amounts, all of 
wliich had no iiimiediate connection with the imports and ex- 
ports of goods, with real business. 

Conditions oi this kind led inevitably to endeavors to make the 
riKJiietary systems sensitive; to protect the gold standard and 
its basis in (ennal hank reserves from great shocks that were not 
only irregular but edten tempoiary. I he establishment of the 
f ederal Reserve system of the United States in 1913 was largely 
brought about by this uish. (iold reserves then were concentrated, 
and were made so huge (unexpect(*dly large, as it proved) 
that an in^lo^v and oulllow (ould take place without any im- 
pingenu'ut on the internal monetary structure. In England, 
the same sort of |)oIi( y, already advocated and started in pre-war 
days, was (*xpli( itiv adopted when the return to the gold standard 
was undertaken in ipiifi. I hen England gave iij) for good the 
sensitise gold (iKulation syst(*m and turned to the less sensitive 
gold bullion svstem. Erame did the same when returning to 
the gold standard with the devalued franc of 1927. The effect of 
the sometvhat tortuous steps taken in the United States in 1933- 
3r, was the same: gold bullion was piled up in huge amounts in 
goN ernnu'ut \aults, and no gold was allowed to cin ulate cither in 
the lorm ol coin or of gold certilii ates. Slowly at first, but with a 
rush dming the lust decade’ of the post-war period the bullion * 
sNstem betaine the only lorm of the gold standard that was in ef- 
fet t. 

What all this might lead to was not fidly realized as it was going 
on. 1 he tree moNcment of gold from countrv to tountry was im- 
peded. diret tlv or indiiet tly. and when it did take place the effet t 
on priies and tiade was luuertain and slow. Ehe relations be- 
tween the pi it e strut tures of different countries were no longer 
( lose. Ehe inlluente ol the gold standard toward smoothing the 
distribution ol the inonetar\ gtdd between dilhrent (ountries and 
tlu'ii'l)\ condiu ing to st.d)ilit\ both in the international move- 
ments ol pi it t’s .tntl in the domestic movements bet aine sl(3W and 
uiu ertain. 

3. Ehe lessened sensiti\ eness of .idjustments thru gold flows 
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and the increasing volume and spasmodic character of the financial 
payments made the working of the gold standard more and more 
unsatisfactory. Some illustrations of these difliculties will make 
more clear the new situation which emerged after 1929. 

Most instructive is the experience of Great Britain. In 1925 the 
gold standard was reestablished in the bullion form. It was 
the first explicit resort to that form, soon copied in the other coun- 
rries that returned one after one to a specie basis, — France, Italy, 
C Germany, Austria. Yet in 1931, after but five years of experience, 
it \vas given up. The causes of this misadventure need not be con- 
sidered in any detail. The main thing was that, when the gold 
standard was re-established in 1925, the adjustment of domestic 
pric es to the new conditions proved so diflicult as to be thought im- 
possible. The old parity had been maintained and it proved too 
high. Success in the maintenance of a restored gold standard de- 
pends during the first years after re-establishment on a favorable, 
or at least not unfavorable, balance of international payments; 
and this depends in turn on a maintenance of exports relatively 
to imports. Over a longer period, if the price level has not already 
fallen to the range tenable under the gold standard, there must be 
a lowering of the domestic income level and of money wages, — 
“costs.” But tlie laboring classes in England resisted stubbornly 
any reductions in money wages, as people of all sorts and kinds in- 
variably do. rhe strength of the Trade Unions, the circumstance 
lhat the Labor Party was in power, the estal>lished j)ractice of 
government j^articipation in negotiations and agreements about 
wages, — all these made it politically inipossil)le to insist on lower 
wages, or to let them come (as was the way in former days) by a 
long and wearisome process of strikes, lock-outs, compromises, and 
in the end acceptance of the inevitable. This “stickiness of costs” 
(a term which means in the main a clinging to an existing rate of 
money w^ages) was by no means a new factor, but proved to be of 
more weight and to have wider consecjueiKC than ever before. 
More than anything else it led to the monetary collapse of 1931. 

It is true that other causes of a more adventitious sort increased 
the difficulties. Panic conditions in 1930-31 on the Continent led 
to heavy withdrawals of funds from England, the one country 
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whose* tradition it had been to pay out gold whenever called for. 
Probably the suspension of gold payments would have come 
sooner or later even without the difficulties which thus happened 
to beset tlie P>ank of England in 1930 and 1931; they were hardly 
mote than the immediate occasioti of the step finally taken in 1931. 
(iicat Piiitain, in thus going back on her tracks, paid dearly for 
the manful obstinacy w'liich had led her to resume specie pay- 
ments in i9iir, at tlie former mint price of gold and to face coura- 
geously the j)ossibility of a depressing downward trend of domes- 
tic prices and of money wages. 

In one* imj)c)!tant respect the difficulties c)| the new' move were 
smoothed. I ho it led to dislocated foreign exc hanges, some degree 
of stability in the* c*xc hanges wds .sec tired thru large government 
pmc liases and sales of bills: not index'd stability like that arising 
ficmi a lixc ci mint pric e of gold but a jnevenlion of abrupt fluctua- 
tions and an adjust itient of the general trends according to the 
leal or snp|)osccl exigencies for the lime being. Internal prices 
were* watched rather than regulated; at all events they were not 
longei Ic'ft stibjec t to a steady downward prc*ssme. 

\'eiv diliereiit was the course of events in the United States, 
llc ic* during the third decade the gold flow on the whole wms into 
the* country, not out of it; and the gold standard was at no time 
in clanger. The inward gold flow- was the outcome of various in- 
llncnccs. A strong cic inand for .American goods abroad, coupled 
\Niih an iniensilied polic y of high |)rotec tive tariffs against impen ts, 
led to a huge* excess of exports and tended to cause gold to flow 
in. riu‘re was an inc reased flow' of interest payments c:)n capital 
which had been lent abroad, and for a while there was a flow of 
ic pa\int‘ni of w.ir debts owed to the United States government. 

I c) some* extent the tendenc y was oflset by a large volume cjf new^ 
.Ainc'ric.m investments abroad; indeed, in some years the netv in- 
vestment was large c’nongh to turn the balanc e the other way. But 
on till* whole the tre nd was toward gold im|)orts into the United 
.Si. lies. The* monet.n v gold stock of the country, already large at 
the* end of the* war. rose to enormous amounts. 

\r{ the oflic ials of the* I’c'deral Rc'serve system and those of the 
government hesitatcxl to alicnv any rapid ex|)a!ision of the cur- 
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rcncy system. Any great expansion, it was felt, would lead to the 
familiar round, — a finaiuial crisis followed by a depression. That 
this outcome actually came, notwithstanding the hesitating efforts 
to prevent it, serves perhaps to justify the general polic y of the 
authorities. At any rate, the view held by them, wiicther wise or 
unwise, led to an attempt to put a curb on monetary expansion. 
But the C()lla])se of i()29 showed no resemblance to the traditional 
working of tlie gold standard. The speculative mania which pre- 
ceded the collapse, so far from having been held in curb by an out- 
flow of the metal, served rather to promote its inflow; while the 
huge accumulated fund of the metal, and the powcis in the hands 
of the Federal Reserve system, great as they seemed at that time, 
were of no avail for preventing the crash of ujac) or the breakdown 
of the entire banking system in 

The final outcome In the United States was thus (juite out 
of accord with traditional expectations, or indeed with any reason- 
able expectations. Tho the holdings of gold in the Reserve Banks 
were enormous, and (juite beyond what was thought to be a safe 
strong reserve; indeed it was widely thought that tlie stock was so 
far in excess of any domestic needs that much of it might be 
shifted somehow or other to foreign countries which had diffi- 
culty in clinging to the gold standard — payments in tliat metal 
were suddenly discontinued in 1933. The gold standard at the old 
mint price, which had been maintained for over fifty years since 
the resumption in 1879 under extraordinarily varying conditions 
of gold scarcity and gold abundance, was suddenly cast aside. What 
was virtually a regime of inconvertible paper followed. Foreign ex- 
change, no longer kept stable within the narrow limits of the old 
gold points, was regulated much in the English way, by govern- 
ment purchases and sales of gold, at prices (virtually in terms of 
paper money) which were fixed from time to time at the disc re 
tion of the Treasury acting thru the Federal Reserve Bank of 
New York as its agent. In 1934-35, as has been noted, something 
like a firm mint price of gold was established, and so something 
like a return to the gold standard. This was a sort of bullion stand- 
ard; but it rested not on a specific law of Congress but on admin- 
istrative action subject to change at any time with merely an inti- 
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UMtion that a deviation from it was not likely to come at any early 
dale. I he grounds for the original drastit move, that of 1933, have 
aheady been (onsidered, — a wish to make prices move upward, 
and cjuite erroneous notions as to the extent and rapidity of the 
effe( ts on ja i( es to be expected from a lessening of the amount of 
metal in the gold dollar. 

Whatever the c auses of the several steps taken in the United 
States between 1933 and 1935; however they were different from 
those taken in Kngland in 1931 and thereafter, — the outcome in 
the two (onntries was imu h the same. I'he (ombined effect was 
to undermine the old traditions of the gold standard. As regards 
free ( iiculation, that standard would seem to have been irretriev- 
ably shattered. I low far it was destroyed once for all — even in 
anything like the bullion foi in — no one (ouhl tell. 

In i93() a number of (ountries whic h Had adhered to the gold 
standard succumbed to the pre\ ailing ciuients. Some of them — 

Inane e, Ik lgium, Italy had already “de\ allied” in the preceding 

dec ade, when ret in ning to the gold standard with a new and 
smaller “gold content,” i.e. a new and higher mint price for their 
money unit. I r.uue and Belgium now devalued once more; and 
Ilalv, wide h had established a sort of dr facto gold standard, mod- 
ihed this by a second devaluation cjf the same extent as that of 
the other countries. The only countries which had never sus- 
pc nclecl or dexaliucl at all, like Swit/erland and Ilolland, felt coiU- 
pc‘llc*cl to join the* pi c*\ ailing rush and proc ceded to devalue, d'here 
was a widcspre.icl belic*f that a countrv loses something precious 
from the* mere parting with gold; and a further belief, ecpially 
widespread, that devaluation has a special effect in enabling ex- 
ports to be* sold more rc*adilv than before and in preventing im- 
ports from coining in as readily. Both the extent to which shifts 
ol this kind are likelv to occur and their duration are apt to be 
exaggerated. I he eflec ts are greater and perhaps more lasting in a 
countrv whose international trade bears a large proportion to the 
total ot its inclustrv and exchangc\s (as Belgium) than in one 
where the* proportion is small (as in France and the United 
.St.itc's) . In .m\ c ;ise the abiding forces that determine the course 
of substantive trade between nations are not modified; tho it is 
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quite possible that they may be lamed by the repeated interven- 
tion of the various devices for regidating that tvade which were 
tried during the groat depression of the thirties. The immediate 
exigencies and the immediate expectations affect legislation in 
this field more than in any other, and often leave an unwelcome 
aftermath when the fears and hopes of the time have been quite 
Forgotten. 

§ 6. The only thing that can take the place of the metallic 
standard is some system of inconvertible paper money. And such 
money is necessarily dependent for its good working on manage- 
ment once for all. 

No doubt gold money, tho it has a certain automatic character, 
has always been in an important sense a managed form of money. 
Cloinage may be described as merely a kind of management. Under 
the gold bullion system the working becomes less automatic and 
continued management becomes more important and more neces- 
sary. And yet there is a kind of steadiness in a gold basis for money 
which it is hard to secure under any other system, and which makes 
it less dependent on government support than ])aper money can 
be. Sober and conservative traditions are attac hed to it. Notwith- 
standing the suspensions and rcsunipticms, spasmodic devaluations, 
gold continues to move from country to country, and not least be- 
t\veen those which have given up the gold standai d or have greatly 
weakened or attenuated it. There remains a wides[)read and deep- 
looted feeling that money should be ecjui valent to, or convertible 
into, something durable and substantial. It should be more than a 
piece of printed paper. Traditions of this kind are especially 
valuable in new countries which arc trying to advance fast, to 
build up their rcsc:)urccs, to secure ample funds for investment; 
countries in which there is a constant temptation to make more 
“capital” availa!)le by printing more money. It has long been one 
c^f the commonplaces of c?conomics that the danger of c^verissue 
constitutes the essential argument against inc:onvertibIe j)aper, 
while it is the ccmiparativc stability of the supply whic h underlies 
the argument for the metal gold. Obviously, the continued use of 
the metal as the monetary basis is a means, not an end; the end is 
the stability of the price level. But here, as with so many human 
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instiiNtioiis, the means are more likely to bring the end if they are 
l)a(:ked by a weJl-tested tradition —“solid gold.” 

Nevertheless, tlie (jiiestion of the maintenance or reestablish- 
ment of the gold standard is, to repeat again, one of management. 
Will a pine j)aj)er standard or one resting on gold be managed bet- 
ter in the long run? The answer will be different for different 
((Kintries and for different times, and cannot be a simple or un- 
(jualihed one for any ( oiintry or any time. For Great Britain and 
the British Dominions the long-standing sober and steady tradi- 
tions both of currency legislation and t^f public administration 
make the? outlook for good management better than in any other 
gicat economic and commercial unit. In the United States the 
c hanc es of thoroly bad management seem to me less now (in this 
the fourth cU‘c ade of the twentieth century) than they were fifty 
years ago; c-ven a prolonged war would hardly lead to wild infla- 
tion. I he two I ’nglish speaking communities might arrange be- 
tween them for stabilized foreign exchange's, avoidance of spas- 
modic c hanges. ease and simplic ity of international payments over 
thc'ir combined arcMs, a smoother course of industry and trade 
within each country and between them all. Further, if they did 
so, othei counti ies might gradually join; and even those remain- 
ing aloof and going theii own way would sec me at k*ast part of 
the* benc'lil. 

Obviously these arc' mattc'is not solely ol economic reasoning and 
c‘xpc*ric*nc e. Political relations between countries and political 
situations within couniiic’s are of enormous importance. Even 
when we remain within the familiar range of economic theory and 
economic- j)olicy it is diflicult enough tej reach conclusicms with 
c ertaintv. We are not on sure ground as regards the merits of va- 
rious kinds of stability in prices and incomes. The best informed 
and most experienc ed c annot be sure what kind of political and 
administrative set-up is most serviceable in monetary and bank- 
ing m.itters within a slate; still less sure what is the best way of 
mo\ing toward international cooperation. An analysis wider than 
that traditional in economics wcmld have to be undertaken; one 
that inc ludecl national feelings and naticmal rivalries, political in- 
stitutions and traditions, and the psychology of the case. Not least. 
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the possibilities of war must be faced. War iu the tweutietli cen- 
tury means the disruption of all economic lile, uul most surely 
and quickly that of monetary systems. When war breaks out, the 
cjuestion is not what sort of monetary system is the best but what 
sort is the least bad. Comparative badness again is then a matter 
not only of minimizing the evils of the state of war itself but of 
also keeping in mind an eventual return to sanity. Sanity in 
monetary legislation usually has meant and apparently still means 
first of all a return to the gold standard. It is from this point of 
view that the strongest case can be made out for that standard. It 
has a kind of psychological as well as material sturdiness which 
paper money cannot possess. I'he (piantity and (juality of gold are 
felt by all to be not merely a matter of the printing press. 

No one can foresee now what the world \vill look like in 1950, 
still less in 2000. It may settle down into a state not essentially 
different (even tho much modified) from that of the opening of 
the twentieth century; or it may have been changed beyond rec- 
ognition. If the existing economic order goes, so will it be with its 
monetary systems. If an era of peace and good will emerges after the 
welter of 19^^0-40; if the foundations of j)rivate property re- 
main, with merely a new and better superstructure — then the 
monetary system too may again be like that of old: with a metallic 
base so widely accepted and supported as to be firm and with 
stability in prices and incomes as great as can be expected under 
any system. Management there must be in any case; and better 
methods can hardly be secured otherwise than by trial and error, 
(iiven the same care and understanding, an international gold 
standard is as likely to be well managed as a heterogeneous set of 
purely domestic paper monies. 

REFERENCES ON BOOK III 

Large as is the literature on money and monetary phenomena, there 
is no first-rate book on the subject by itself; which indeed is almost in- 
evitable, in view of the close connection between this and almost every 
other branch of economic inquiry. Outstanding among the chapters on 
the subject in general treatises are those constituting Book I of Mar- 
shall, Money Credit and Commerce (1922). A keen and stimulating 
volume is R. G. Hawtrey, Currency and Credit (1923) ; another, no less 
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so, is I). H. Robertson, Banhhig Polity and the Price Level. The two 
j-icat books ol f. M. Keynes, A rreatise on Money (t93o), and The 
(irneral Theory of LvnlAoyinenty Interest and Money (i(J3b) , reach lai 
b(*yr>ii(I the siibjec ts ttaditicjnally discussed under money. Thoroly origi- 
nal and of the fir^t intellectual quality, written by a master of style, yet 
not always easy to follow, they have stirred a great volume of discus- 
sion, criticism and explanation. It is not now (1939) foreseen 

how mu( h they wdl eventually reshape economic theory. 

On l)anking \\^ Hagehot, Lombard Street (1873), is still to be read, 
notwithstanding the changes in monetary conditions since its date. C. F. 
Dunbar, The 'Theory a)id History of Banking (first edition, 1891, 5th 
edition revist d and brought to date by O. M. W. Sprague, 1929) is com- 
pa( I and good iluuout. \V. R. Burgess, The lu deral Reserve System and 
the Money Market, gives an excelhmt d(‘s( rij>lion and analysis. C. A. 
Phillips, Bank Credit (>920) is valuable h)r its analysis t)f the deposit 

St UK tine. 

On goveinmeni money, the remarkal)le German experience is de- 
scribed and analyzed in F. 1). Ciraham, ! lyper-injlation in Germany 
it)2o-23 (t93o). On the gold standard, a critical and objective survey 
is in A. 1). (iayer. Monetary Policy and Slahilizatiofi (1937). 

I he liieiaiine on index numbers of prices is large. Noteworthy 
among e arlier c ontribinions are those of \V. S. jevons, gathered in his 
! tivestigatiofis in Cnyremy 6 " Tinafue (iHScj) ; F. Y. Edgeworth’s Re- 
ports ol iSSy S() to the British Association lor the .Advancement of 
Science, reprinted in his collected Papers Relating to Political Econ- 
omy, V'ol. I (ic)i;r,). An able* and exhaustive* analysis c:)f the varic^us 
kinds ol inde x numbers and of the grounds lor c hoosing among them 
is in 1. 1‘isher, The Making of Index Xinnhers (second edition, 192. j) . 
With this compat(’ W. M. Persons, The Constnotion of Index Nn?h- 
hers, ipL'S. A summaiv showing the* statistical methods and the results 
lor various (ounti ies and \ arious c lasses of goods is by \V. C. Mitchell, 
Index \ umbers of W'hohsale Prices in the Lnited States and Foreign 
Conntrit’s, Bulletin \umbc*r 28; (1921; repriniccl as Bulletin 6r,G in 
1938^ ol (he I’. S. Bun an of Labor Statistics. An excellent brief 
discussiem is in E. E. Day, Statistical Analysis (1925). 



BOOK IV 

INTERNATIONAL TRADE 




CHAPTER 31 


THE FOREIGN EXCHANGES 

1 . Tlie “foreign exchanges,” based on the varying coinage systems of differ- 
ent countries. In this chapter considered on the supposition that the gold 
standard prevails thriuiut. How bills of exthange settle payments without 
the movement of specie. — § 2 . I'hc par of exchange, and premium and 
discount of exchange; illustrated by sterling exchange in New York. — § 
bankers as middlemen in the foreign excliangcs. Fluctuations in rates, 
due to the higgling of the market. — § 4 . Dealings between a series of 
countries, illustrated by transactions between the United States, England, 
and Brazil. The wide use of sterling bills for trade between all parts of 
the world. — § 5 . In what manner prices are influenced: in the long run, 
by the flow of specie; for shorter periods, by the rates of discount. Various 
com plica t i ng factors. 

1. The iiiccliaiiisin of international trade is not essentially 
difterent from that of domestic trade. It is part of the ordinary 
mat Iiinery of exc hange; and it is closely connected with tlie bank- 
ing operations and monetary phenomena of tlie several countries, 
d he theory of international trade presents no fundamental pecu- 
liarities: it is but a phase of the general theory of exchange value. 
But it has been so much debated, is so beset by political and na- 
tional prejudice, and is so peculiarly tinged by error in popular 
discussion, that there is advantage from treating it separately. 

International trade, like virtually all the trade of modern coun- 
tries, is carried on in terms of money and thru sales for money by 
individuals. Like all other trade, it brings in the end the same 
result as barter — the exchange of goods or services for other goods 
or services. But proximately it means sales for money. We may ad- 
vantageously begin our consideration of it by taking up first the 
money mechanism thru which it is carried out. 

That money mechanism may be of two kinds. The trading 
countries may have monetary systems resting on the same base, or 
they may have monetary systems quite unrelated to each other. 
The first case is that of the gold standard as it stood in Western 
Europe before the war of 1914-18. The second case is that of dislo- 
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( atcfl < urrcncics; chiefly the varying kinds and forms of incon- 
vertihle pajjcr money which came into use so widely after the war. 
E(jr simplicity and ccmvenience it is best to disregard for a while 
the secoiul case and to confine attention to the first. The essential 
( hara( teristics of international trade are the same whatever the 
monetary me( lianism; they merely stand out with greater clearness 
whcic the numetary systems have the homogeneity which comes 
when the gold standard is widely used. In the present chapter of 
this Hook and in those immediately following, we shall examine 
w/iat hapjKns under the ( omparatively simple conditions, and 
iheichy dispose of the lundamental (piestions. A later chapter of 
this lfi)ok (Cihapler will then take up the cjuestions which 
aiise und(‘r dishxated exc hanges, — -by no means unimportant, yet 
not siK h as aflec t tlie validity of the coin lusions j)reviousIy reached 
on fundamental (piestions. 

W hen a inert hant sells goods to a person in the same ct^untry 
the mode of payment is simple: he reteives the money of his 
own (ountiy. Hut wlu'n he sells to a person in another country, 
it is not so simple, riansat tions in England are settled in pounds, 
shillings, and petite; those in the United States in dollars and 
tents. I he .Amerit an who sells in England may sell there in terms 
ol l.nglish money; he must then tonvert the English pounds into 
Amei it an tlollars before they are available for him. Or, if he sells 
in England in terms of Ameritan money, lu' puts the English pur- 
t haser under tlie ol)lig;ition of (oiiverting into dollars the pounds 
whith alone are c urrent in England. 

Ellis proc ess of c oin ei ting the money of one country into its 
e(pii\;ileni in the money of other countries is carried out thru 
ioreign hills of exchange. Stric tly speaking, a bill of exchange is 
s\mp\\ an ovdev ^)\ one person, addressed to 'anot\\er, directing 
a pavment to he made to a third penson. It thus has three parties: 
the m.iker or drawer, drawee or acceptor, and the payee. When 
made* out in the precise form settled hv the law. it establishes a 
guarantee hv the maker to pay the stated sum. in case the drawee 
docs not do so: and when accepted by the drawee (he thus bec:om- 
ing the “acceptor”) it fixes unconditional obligation upon him to 
pa\ it when clue. Bills of exchange were at one time freely used in 
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domestic transactions, and were known as inland bills. A check 
is but a kind of inland bill of exchange, drawn by a depositor on 
a bank in favor of a third person. Foreign bills of exchange have no 
legal peculiarities. Their economic peculiarities arise only from 
the differences in the currency systems of the various countries. 
Ill the following pages, when bills of exchange are spoken of, for- 
eign bills will be meant. The mechanism of payment in foreign 
trade thru such bills is usually called ‘‘the foreign exchanges.’’ 
That term might as appropriately be used to describe exchange 
between different countries in all its phases, but is limited by cus- 
tom to the dealings in foreign bills, while “international trade’’ 
commonly refers to the substantive thing, — the flow of goods from 
country to country. 

For simplicity in exposition, let us begin by assuming that the 
only transactions leading to the use of bills of exchange are those 
by which goods are sold. I'here are other transactions of mucii 
importance, but the main principles are most easily explained in 
ccjnnection with merchandise transactions, and it is these which 
are by far the largest in volume. 

Let it be assumed also that the gold standard prevails in the 
trading countries, gold being freely coined in them and flowing 
with ease between them. The ccmiplications which arise where 
tliere is not the gold standard must be reserved for later considera- 
tion; they have come to lie of much importance, but do not lead 
to modification of the essential princij)les of international trade. 
It is curious that gold, tho deprived of its former position of 
dominance in the domestic transactic:)ns of practically all countries, 
still is accepted universally in settling international obligations 
and moves from one country to another in much the same way 
as before its detbronemenv. 

A merchant in New York who sells goods to a merchant in 
London has a claim to receive money from the latter; he can draw 
on the Englishman for the price. He can draw directly or he can 
transfer his right. Thus it is the exporter who has bills of exchange 
for sale. On the other hand, a merchant in New York who has 
bought goods from a merchant in London has an obligation to 
pay money to this Englishman; he must remit in some way the 
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|)ri( f. That is, an importer needs to buy bills of exchange. We 
aie suj)posing here, again for simpli(ity, that both transactions 
are ( ar ried on in New York; the exporter sells his bill on London 
in New Yf)i k, the importer buys his bill on London in New York. 
Suppose now that the two obligations are for the same amount, 
say /^ looo. Lhe importer <an buy from the exporter the latter’s 
bill, diawn on his London debtor for that amount. The importer 
sends iIh‘ bill to his London (leditcn; the latter collects the sum 
liom (he London debtor. I'he New \'ork c reditor gets his money 
licmi (he New \’oik deblor, and (he London c reditorgets his money 
liotii (he London debtor. Hy one payment in New York and all- 
ot hei in London, the transactions are licjiiidated without any 
sending ol spec i<- from one counii v to the other. Lin ii the mec h- 
anism ol (he- bill ol exchange, the expoits sc*r\e to pay for the 
imports. 

^ 1;. What amount, now, would the* .New ^'ol k importer pay, in 
Amc'i ic an monc‘y, to the New \'o! k exporiei ? ( )tte thousand British 
so\c*rc‘igns contain as muc h pure gold as $ pSOti. Henc e when a bill 
lor / 1000 sells lot S pShh or its prec ise spe c ie c‘c|invalent, exc hange 
is said to he at par. Ii the* .American c ic‘clitor sent to Kngland for 
his monev, hi ought the gold from London to the United States, 
and had it ioinecl into American dollars, he would get from the 
mint this exact numbetof dollars, .> pStiti. 

Suppose*, now. a mnnbc-i of exporters and importers in both 
couniiies, and a large* volume of de-alings: the* ease remains the 
same*. I he e*xpoi ters se*II bills, the imj)orlers buy them. If the 
mone‘v value* ot the imports just ecjuals the money value of the 
e xports, the* hills of exchange exactlv lie|uielate the transactions. 
Unde'i sue h c ii e uinstane es. exchange will he at par. Foreign trade 
will he in a state of ec|uilil)i ium, the exports will just jiay for the 
impoits, and no spe*e ie will flow from one country to the other. 

Su|)pose*. next, (hat lor some rea.son the exports from the United 
St.ues exceed the imj)oiis in money value. Flu* two sets of trans- 
aetions the* busing of goods from |)erse)ns in Kngland, and the 
selling ol goods to persons in that e emntrv- -at e epiite independent. 

I he .\merie an exporters may sell goods to a greater monev value 
than that ol the goods which the importers luuc to pay for. They 
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will then offer bills for a greater amount than the importers have 
occasion to buy. Under these circumstances all the bills cannot 
be sold to inip(^rters: some will necessarily be left over. The ex- 
porters who have the excess on their hands can do nothing but 
send to England for the specie. This, however, involves expense. 
The specie must be checked with care, must be boxed, insured, 
transported by land and water. When it reaches the American 
creditor, it must be carried to the mint and coineci into American 
dollars — a process which may take some time. There is the possi- 
bility that some of the sovereigns may not be quite full weight, 
even tho not below the limit of tolerance in England. Not least, 
there is a loss of interest during the period which elapses before 
the cash is available in the United States. All these circumstances 
make the American exporter willing to sell a bill for £1000 for a 
less sum than par — less than .$4866. The amount of reduction to 
which he will submit will be only such as offsets the total expense 
of sending to England for the specie. That expense is surprisingly 
small — between England and the United States, somewhere about 
one-half of one per cent. The bill of exchange for £1000 will not 
sell for less than $4845, or $4,845 to the pound. This is called the 
specie-importing point. When foreign exchange is at this point, 
specie begins to come in. 

Under these conditions, all of the exporters bills will be at a 
discount: all will sell for less than their par value. Competition 
being active between the exporters, no one of them will be able to 
sell his bill for a higher j^rice than the others. The expense of 
shipping specie will have to be met by some one or other among 
them; to each one it is immaterial whether he will sell his bill at 
a discount or will send for specie. The market rate for all bills, 
when there is a continuing excess of exports, will be at the specie- 
importing point. 

The reverse situation appears when the imports exceed the 
exports. The importers then need to buy more bills than the 
exporters can supply. Some of them will have to send out specie, 
and this involves the same sort of expense as bringing specie in. 
An importer who has to remit to London can afford to pay more 
than $4866 for a bill of £1000, rather than send specie. He will 
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pay as iijik h, say, as $^885. If called on to pay more than 14885, 
he will refuse; for he (an ship $4866 to England, and have this 
(oin there (onverted int(j scjvereigns.* Foreign exchange in New 
York will he at a premium, the extent of that premium being 
limited by all the expenses involved in transporting specie. 'Ehe 
spec ie exporting point, determined by these expenses, is about 
S 1.885. VVhen there is a clear excess of imports over exports, ex- 
( hange will be at this premium; and, in like manner as in the 
other (ase, all the importers will have to pay this premium, even 
tho most of the transactions are licpiidated thru bills. 

^ 3. I hese are the simplest supposable conditions. They arc 
larely met in leal life. Here, as in almost all the buying and sell- 
ing ol modem ( ommunities, a class of middlemen intervenes. The 
ex|)orters and importers do not deal directly with each other; 
iK'itiiei do they concern themselves with the possibilities of ship- 
pitig spe( ie in or out. 1 hey go to the dealers in foreign exchange, 
who are sometimes firms which make a specialty of this sort of 
business (the so-called loreign-exchange houses) , sometimes bank- 
ing lirms whic li join this with other business. All the middlemen 
l>uy exc hange constantly from the exporters and sell it constantly 
lo ilu* importers. I hey have their well-known c orrespcjiidents in 
loreign countries, either branch houses of their own or enher 


banking Inins; they sell bills on these and meet bills drawn by 
ihc-m. When the exporters offer more bills than the importers. will 
|)rc*sumablv take, the dealers none the less buy them; only, calcu- 
lating that there will be no market for all the bills, and that some 
will have to be sent abroad and s|)ec ie got with them, they will 
l)uy only at a discount. On the other hand, when the importers 
demand more bills than the exporters have to offer, the dealers 


sell to the importers, at a |>remium, whatever bills the latter want, 
and themselvc‘s send abroad the specie with which to meet these 
l)ills when presented, being in the business and equipped for it, 

‘ KoreiKn coin, cr when it reachcti England, was in former days always 

taken to the Issue I)e|iaitnieiu of the Bank of England, which was obliged by law 
(NO lorjg as specie paMiients were not suspended) to give notes for gold at a fixed 
late, iinolving a very slight charge to the holder of the gold. The Bank of England 
thns acted as intermediary for the convetNion of bullion and foreign coin into 
Enghdi monev It so acts stdl. after the abandonment of the gold standard in iq9i- 
ihi> this part of Its oj>erations has ceased to l)e of importance. ’ 
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they can ship specie more economically ihan the importers or 
exporters. I ho they make a prolit, it is l)ased (^n a very narianv 
margin. 

4Vith the presence oF dealers comes that process oF close bar- 
gaining, speculation, ecpialization, \vhich naturally ensues ^viih 
the specialization oF trade. From the description just given oF 
the simple case — that oF exporters selling directly to importers — 
it might be iiiFerred that iF there was any discount at all or any 
premium at all, it would be up to the Full limit set by the ex- 
pense of shipping specie. But with the higgling and speculation 
among dealers, a discount oF premium will appear which may be 
well within these limits. IF, For example, more bills are ofFered by 
exporters at a given time than the importers are buying, the 
dealers may yet anticipate with confidence that before long a turn 
will come the other way and that at the later time the importers’ 
demands will be in excess. They will buy the exporters’ bills and 
wait For the turn. Possil)ly they will hold the bills in their own 
hands For a while; possibly they will send the bills to their Foreign 
correspondents, tell these to collect the money From the Foreign 
debtors, and hold the amounts until drawn against later. The 
c urrent rates of interest oti demand Icxans and short-time loans 
are important Factors in these operations. IF “money” is cheap 
(the rate of interest on bank loans is low) in the dealer’s own 
c ountry, he will more readily buy exporters’ bills, and pay a better 
jM ice Fcji them. IF money, again, is dear in the Foreign country, he 
will also buy such bills more readily, since he can send them to 
the Foreign c:ountry and there get a balanc:e to his credit on whic h 
interest at a good rate is allowed. To figure out the price at which 
it is profitable to buy or sell exchange, c:alls for nice c:alculation oF 
a number oF items each involving a very small fraction — tlie direct 
expense of transportation, the mint charges and delays, the rates 
of interest in different countries, the probabilities of shifting cur- 
rents of trade. Competition among the dealers leads to a market 
rate somewhere between the two specie points. 

If, indeed, there is a continued balance of payments to be made 
one way or the other — if there is a steady and considerable excess 
of imports or of exports — then exchange will go to the shipping 
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point, ;ukI sj)a ic will flow in or out. The operations of dealers 
tnay enable the itn]jorts anrl exjjorts to catch up with each othei , 
and so may postpone the sliipment of specie; but where there is 
(oni inning ( xtess (Jiie way or the other, it moves in or out. 

In the examples here chosen, we have spoken as if all the trans- 
ac tions in foieij'ii exchange took place in New York — as if the 
London meia bants were passive, and waited for those in New 
York to buy and sell ex( hange, and remit bills to London in settle- 
ment of the debts. In fact some of the transactions take place in 
t‘a( h country. Whidi of the trading persons shall take the initiative 
in any |)arii( niar ( ase, depends on the bargain between them. It 
may be arranged that the New York exporter shall draw on his 
I.ondon ( irstomer, and so sell in New York exchange on London; 
or the Lcjiidoti ( usiomer may assume an obligation to remit to 
this New \'ork vendoi , and so buy in I.ondon exchange on New 
\'ork. both sorts ol transac lions are going on all the time and in 
both (enters exchange between London and New York is con- 
stantly being dealt in. W'hen in New York English exchange is at 
a premium, then in London Ameritan exchange is at a discount. 
All the transac lions are under the watchful eyes of the dealers; a 
rc'inai kably c lose ecjiiali/ation ol rates is brought about; while at 
the same lime there is play for prolit and s])ec illation in terms of 
frac lions of one per cent. 

Ikmkers’ bills, so-called -the bills drawn by dealers and bankers 
on their foreign correspondents — naturally sell for a somewhat 
highe r |)rice than most mercantile or trade bills. I hey contain the 
names of peisons and firms well known in the business world. 
Again, sight bills naiurallv sell for a higher price than time bills. 
Eoreign sale’s of merchandise, like domestic sales, are usually on 
lime-. I he exporter who has sold goods is then entitled to receive 
his money at the end of thirty days, sixty days, or whatever the 
period lor which c redit is given. He draws his bill payable after 
ihiriv or sixty clays, and discounts it at his bank. The bank, if it 
de.ils in loreign exchange itself, may hold the bill till maturity. 
Perhaps it sends the l)ill abroad at once to its feneign correspon- 
dent; perhaps sells it to a dealer in foreign exchange, at once or on 
maturity. I he price at which it will sell depends on the length of 
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time it has to run, on the current rate of discount, on the calcula- 
tions of the probable state of foreign cxchaii'jv at its maturity. 
These minutia' and others need not here be entered on. Fhey do 
not affect the broad questions of principle regarding money, prices, 
and international trade with which we are chiefly ( oncerned. 

§ 4 . The rates of foreign exchange are determined, not by the 
dealings between each separate pair of countries, but by those 
between a country and all the other countries with whic h it trades. 
1 he exports from the United States to Kngland may much exceed 
the imports — in fact, they do greatly exceed them every year; but 
exchange none the less may be at par, if the United States imports 
heavily from other countries. 

This situation is illustrated by the state of trade between the 
United States, England, and Brazil. Ehe United States exports 
great quantities of cotton and foodstuffs to Kngland; much greater 
in value than the manufactures which it imports from England. 
Kngland exports manufactures to Brazil, greater in value than 
her imports from that country. Brazil, again, exports largely to the 
United States (chiefly coffee), !)ut imports thence comparatively 
little. A merchant in New York who has bought coffee from one 
in Brazil could not easily find an American ex])orter who had bills 
of exchange on Rio de Janeiro or Bahia to sell. But he could find 
l^lenty of exporters who had sold grain and cotton in Kngland, 
and had bills on London and Liver])ool to sell, lie buys Eaiglish 
exchange and with this j)ays his debt in Brazil, l^ills on I.ondon 
are welcome to the Brazilians, since in that country there are 
payments to be made for purchases of English goods. All these ex- 
( hange transactions, of course, do not take plac e directly between 
exporters and impe^rters, but thru the bankers, who buy and sell 
the bills and take keen advantage of every opportunity for e([ual- 
izing payments without the shipment of sj)ccie. I hus by the mech- 
anism of bills of exchange the expen ts of grain from the United 
States to England serve to pay for the imports of coffee from 
Brazil to the United States; and these same sfiipments of coffee, 
viewed as exports from Brazil, serve to pay for Brazil’s imports of 
manufactures from England. 

It does not much matter whether the bills which serve to settle 



IN rKRXA riON AL FRADE [Ch. 31 

siidi (TOSS |)aynients arc drawn (^n one country or another. Ster- 
ling exchange hills, drawn on London, were long the most widely 
used. Cheat Hritain s enormous international trade ramified into 
all paits of the world. Many English hanks and firms had well- 
esiahli.shed repute as dealers in foreign exchange. England had 
gieat industrial piestig(‘; and the pound sterling was the best- 
known unit oi value lor the whole trading world. Hence foreign- 
ex{ hange li ansae t ions were apt to he settled thru Lcjndon and hy 
hills drawn on London. During the war of ipi j— 18 this traditic^n 
was shaken, laigely heeause gold (ould no longer iiKJve freely in 
and out ol England, and a sterling hill in ( onseeiuence no longer 
I e|)i esenled beyond ([uestion a fixed amount of gold. It is proha!)le 
that in any event the growing international ( omu'ctions of other 
(ountries, and espec ially of the United States, would have brought 
about sooner or later some diversih( ati(;n of usage; the war has- 
tened the tendetK y. 

Mii( h more attention is given to this detail in the mechanism 
of loieign trade than is wairant(*d hy its importance. Uompetition 
in the loieign e\( hange market is keen, the |)r()lit is kept within an 
exliaordinarilv narro\\ range, the business goes to those who do 
it most ( heaplv. but a ( ertain patriotic nimbus attac hes to these 
matteis, as to most others c onma ted ivith foreign tiade. It disturbs 
the .Americ an or (ieiimm 01 f renc hman that a sterling bill should 
ha\c’ gieatci \ogue than one in teams of his own currency. He is 
a|)t to think, loo, that the* use of stealing bills is part of cunning 
british sc luanes to clisert trade from Ins own c ()mj)atriots. I here 
is no subjec t in economic s to whic h more fallac ies and prejudice's 
attach than to loreign trade. Dollar exchange, fr.ine: exchange, 
maik exc hange, are thought of not merely in terms of profit and 
loss but in teams of national glory. Eo the ciispassionate observer 
it secans of small consec[uenee whic h unit iiappens to be used or 
whic h sea ol banking houses do the business. I'rue, the causes that 
IcMcl to the < hoice the c harac ter and exte an of british trade or the 
glowing impoitanee of American — may mean much for a coun- 
ii)’s material welfare: but the designation of one c)r another place 
or count rv as that on which bills are customarily drawn is a matter 
of little moment. 
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Whatever the details in the mechanism of loreii>;n exchange by 
which transactions are wound up, the total imports of a country 
are to be compared with its total exports. "I'he suite of the foreign 
exchanges — whether they shall be in general at a discount or at 
a premium — depends on the whole of its international trade. 
Kngiand, for example, exports manufactured goods to all parts of 
the world, and with these pays for her imports of foodstuffs and 
raw materials, of which she procures a large part from the United 
States. The United States, again, buys tea, coffee, cocoa, spices, 
sugar, jute, rubber, gums, and the like, from tropical and semi- 
tropical countries, and mainly pays for them, not by direct exports 
to these countries, but by exports of grain, meat products, and 
((jtton, to Kngiand and other Kuropean lountries. If there is a 
general excess of imports over exports, foreign exchange is at a 
premium, and specie tends to flow out; while a general excess of 
exports brings exchange to a discount, and causes an inflow of 
specie. 

§ 5. Assume, now, that the total ex|)orts do not suffice to pay 
for the total imports (still assuming also that merchandise trans- 
ac tions are the only ones made and that the gold standard prevails). 
Then the imports must be paid for in specie. Will that specie 
flow out for an indefinite time? and what likelihood is there that 
a balance will permanently remain to be paid in this way? 

The accepted answer to these (juestions, and in essentials the 
acc urate one, was that the flow of specie sets in motion forces which 
sooner or later stop the flow. When specie leaves a country, prices 
tend to fall. Hence that country liecomes one in which it is ad- 
vantageous to buy; lower prices stimulate exports. (Conversely, 
the country to which specie flows tends to have rising prices. It 
becomes one in which it is advantageous to sell; higher prices stim- 
ulate imports. But the flow of specie has an automatic limitatio!i. 
I he greater the flow is, the more certain is it likely to cease; the 
longer it has gone on, the sooner is it likely to cease. Merchandise 
exports and imports on the whole and in the long run balance in 
terms of money, because of the effect of the cjuantity of money on 
[)rices. 

This is the answer in its simplest form; it is the statement of 
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ilif |)iiii( ipic. But, like otiicr economic princi|jles, 

it holds ime ol the (otirse ol indiistry only in irencral. In details, 
it iieefis to he (jiialilied and exphiined. 

The iiiodiTii inec hanisin ol hankin<(, currency, and international 
tiade may he said t(j have had ;in innate repugnance to the flow ol 
gold Ironi ((jiintiy to (oiintry. All sorts (j 1 devices were resorted to 
in ohIc i to |)i event or lessen sin h a flow. 

Most lainiliai and eflective ainoii)^ these devices is rej^nlatioii 
thin the late ol discount. Child, like any other ioiin of money, is 
liee capital, or command of capital j^oods; and it is, moreover, the 
kind ol capital which is in every country e(|iially available. It 
tends to l;o to the |)lace whete the return on loanable funds is 
hugest. When specie* fust moves out of a country, it comes or- 
dinal ily liom the* liank reserves; and when it Does into a country, 
it ,!.;oe*.s ordinarily into the bank reserves, d he rate of discount rises 
as bank holdings become* less, and falls as they become Di^ater. 
Muse* changes ol t he*mse*l\ e*s tend to counteract the movement of 
specie in kui'e* cpiant itie*s. The <»reat central banks of KiiDland, 
(ieimaiiv. I' ranee*. Austria, and other eountries, when they were 
ojieiatiiiD unde’i the* ,nolel stanciard, systematically raised or low- 
c ied theii lates ol discount in older to protect their s|)ecie holcl- 
inL»s. riu* same* thin*; happened, tho with less direc t and conscious 
intent, uncic*r the* bankiuD piacticc*s which prevailed in New York 
beloic* the* est.i bl ish meul of the* lA’cleral Reserve system. Under 
this svstciM. the method became the deliberately appioved one in 
the [ ’nited States also. 

Sue h 'piotee lion” of a country’s gc^lcl leserve uas and is often 
( an ie el be voiid the* point of reason. I'he adv ant.iDe of a j^reat 
ho.ird ol ‘;olcl and the h.u in of losini; spec ie are commcjnly exag- 
L;e*iaie*ci. and this lor vaiious reasons. Somethinj^ is due to the be- 
liel that a i;reat stock of doIcI is a political or miliiarv asset. Some- 
thin!:;, no doubt, is clue* to the* pc*rsistenee of the older mercan- 
tilist notions, nuclei which the specie supplv was thouDht lc 3 be the 
most impoiumt constituent of a countrv’s wealth. Xcit a little is 
asc ribable to the i c puDnaiu e of the business community to anv- 
thim; that tends to lower prices. C'.eriain it is that an outflcnv of 
spec ie is usualiv rc'^arded as damaging and is resisted by adjust- 
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meat of discount rates and like measures more strenuously than is 
warranted by its effect on a country’s welfare. 'Vhe How of specie is 
an indicator of the currents of international nadc. not in itself 
a matter of serious importance. And in the main it takes care 
of itself, ceasing by a quasi-automatic process when the needed 
readjustment of imports and exports has been accomplislied. 

return to changes in the rate of distount. Often these affect 
not so much the volume or the flow of gold as tlie time when it 
takes place and its direction. 

A rise in the rate brings an additional j)ressurc to bear on those 
foreign-exchange dealers who may be preparing for a shipment of 
specie. Higher interest on money makes it more j)rofitablc to 
keep the money at home. It tempts bankers to wait; perhaps the 
currents of foreign trade will shift and enable the demand for ex- 
change to be met without the shipment. Or it may lead such per- 
sons to arrange for shipment of specie from some other country. 
If reserves are low and disc:ount rates high in England, and the 
contrary is the case in Germany, Elnglish bankers may buy ex- 
change on Germany, and thereby secure the means of shipping 
specie from Germany to the United States. Very sliai j^ c alculations 
and very minute fractions in rates (both in rates of discount and 
rates of exchange) suffice to turn the currents one way or another. 

Still anc^ther phase of international dealings is connected with 
c hanges in bank discount — movement securities from one coun- 
try to a neither. This is part of the general proc ess of lending and 
borrowing between nations, of which more will be said in the next 
c hapter. It suffices here to point out that the prices of securities 
in any one country are usually affected inversely to the rate cjf 
disc:ount, rising as this falls, and falling as this rises. Henc:e securi- 
ties which have an international market may be sent in place of 
specie in settling balances. There are brokerage firms which make 
it a business to watch the Huctuations of such securities in the 
different markets — London, Berlin, Paris, New Vork — and to l)uy 
in the one and sell in the other, on very slight margins of j)rofit; 
and these dealings are closely dependent on the foreign exc:hange 
market and in turn are of prompt effect on that market. 

None the less all devices, of whatever sort, do not prevent the 
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movcniciit cjf or its ultimate effect on prices. They serve only 
to icmiiate and equalize it — to prevent it from taking place with 
a lush or frmn having sudden and rapidly disturbing effects. Wlien 
theie is a lougaout inued balaiu e oi j)ayments in favor of a coun- 
11 y, specie flows into it. (iold is constantly moving from country 
to (ountiy. Hardly a month passes without some shipment of it 
into or (;ut of eac h of the important countries. WHien there is a 
balaiK e of |)ayments to be made to any one ( (Kintry because of a 
( onsideiable and sustained excess of its exports, the current of 
gold not <mly moves in that direction, but continues to move 
until giadually e(|uali/aiion is lirought about by changes in j)rices 
and by a restored balance between the countries. 

Sometimes this residt is reached without any movement of gold 
at all, or with a movement that seems not at all in proportion to 
the residt. A country mav be issuing paper money, or increasing 
its bank notes or deposits -operations whit h in themselves tend 
to expel gold, riien what hapj)ens is that the country retains 
both its pa|)er and moie or less of its gold, and gets rising prices 
without any inllux of the metal. Again, the country may be one 
that miius gold. Ordinarily a mining country exports gold in the 
normal comsc* of its international trade; lint when its exports of 
other things aie hea\y, it may retain within its own Imrders the 
gold which would otherwise go out. The rnited States is an im- 
poiiant gold mining country, yet lor sc'wral cU‘cacles after the re- 
sumption ol specie* payment in iSycj ke'pt within her borders the 
wliole pioduci of her mines; inclec*d. imjioited a sid)stantial 
amount of gold in addition. The stipplv of specie which thus 
gi.itlually ac e umulaie ci was the result of a continuing excess of e\- 
ports and was the basis of ;i tendency toward higher prices. 

I he consecpieiue of all these modifying fac tors is that the flow 
ol gold Irom coutitry to country i;tkes |)lac e, as a rule, not by large 
moNc nie nis at an\ one* time, but bs driblets going sometimes one 
wav. sometimes .motlu*!; <»lten b\ litt le nolie eel di\ersions of tile 
iicsli supp/i(*s irom mines. I hr c o/n|>a/cU/\c* smulincss of the or- 
elin.uy How is clue inaiuK to the fact that international trade, 
long maintained, has alrc*ad\ brought about such a distribution of 
ilu' precious metals, and such a range of pvie es in the several coun- 
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tries, that their exchanges balance very closely. It is only when 
great economic changes occur that a large movement of specie 
takes place; and even then it is commonly distributed over a 
period of several years. The United States, exceptional in so many 
of its economic characteristics, long presented in this matter also 
the most marked exceptions to the usual situation. Not infre- 
quently — as, for example, in 1879—80, immediately after the re- 
sumption of specie payments, and again in 1896 -97, after tiie close 
of a severe period of depression — a great change in the relations 
between imports and exports caused sudden and heavy inflows of 
gold, giving the foundation for a rapid and sharp rise in prices. 

So insignificant were the ordinary movements of gold from one 
country to another, so likely to be disguised by eddies and cross 
currents due to the complexity of international dealings, that 
some writers pooh-poohed the whole theory of the equaliza- 
tion of imports and exports by changes in international prices. 
Yet without this theory it was impossible to explain the facts, and 
especially the equalization of the money value of exports and 
imports. The influence of the quantity of gold on prices, slow in 
operation tho it was and subject to all sorts of disturbing elements, 
was the underlying persistent force which determined not only 
the international distribution of specie, but also, as will appear in 
the chapters that follow, the variations in the purchasing power of 
gold in different countries and the greater or less extent to which 
the several countries shared the gains from international trade. 
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J HK UAI.ANCK OF INTERNATIONAL 
PAYMENTS 


ij I. Oihi’i iu iiis iliaii Micr< liaiidisf cxixuis aiul iinporls. Lending and borrow- 
ini4 tlicii cllccis on exports and imports. International dealings in 
setiiiities. — u. I\xpenses ol travelers and non-residents. Remittances 
lioin the I’niied .States by immigrants. Freight cliarges. — i:; 3. Position of 
a (oniiiiy that mines specie. — v;| .p llliistraiion Ircjiii the international 
tiade ol die rnited States. i7cjo-i(jo8. — 5. 1 he notion ol a lavorahle 
and nnlavorahle balance of trade. Usual attitude of the business com- 
munity. In the* main, an excess ol imports or ol exports is no indication 
ol loss 01 gain: least ol all. in the trade between one country and any 
othei conntiy. — b. Unusual character ol the* inlet national trade of the 
United States during the* war of icji.j-iH. and again in the post-war 
pel iod. 

1. In llu* |)!i‘((*(Iing c liapter. lorcign trade has been treated 
as il inipoits and exports of inerehaiulise were tlie only items in 
the l)«dante ol loieign payments, lint there are other items, often 
of gie.it import, iiuf. In analy/ing them, 1 shall toniiniie the pro- 
ceihne ol tlie pi et t cling ( haptei ; that is, shall assume the trading 
c cnintries to h.ive one and the same monetary standard, — the gold 
st.mdard. 

The most c onsider.ible of the other items are loairs — lending and 
1)01 rowing between countries, iisnally thin the proee.ss of loans 
made* b\ indixidnals or corporations in one lonnirv tcj like pri- 
\aie entities in another. Loans contiacled by governments are 
also (ommon. the* lenders being (ommonly indi\ idnals or corpora- 
tions in foreign parts. Occasionally one government lends directly 
to .mother: linge trans.ic lions of this kind took place dining tlie 
war of i()i i~iS. lint like m.iny of the economic events accompany- 
ing the great com tilsion, these were of cjniie an nnnsnal type. 

1 here is a prevalent mode of speech cone erning foreign bor- 
rowings. and indc'ed concerning foreign trans.actions generally, 
.is it thev always look pl.u e between nations as suc h — as if C.er- 
manv as .1 body politic sold to France, or the assembled Ihiited 
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States borroAved from the English people at large. What happens 
in the usual and typical case is not that governments or peoples 
act, but that individuals in one country deal with individuals in 
another; in the case here under consideration, that individuals of 
one country lend to those of another, or possibly lend to the 
government of another. The usage of personifying countries, w^hile 
often convenient for brevity, covers up and promotes a misunder- 
standing of the actual situation and sometimes foments unrea- 
sonable prejudice. 

Suppose persons in the United States to borrow from persons 
in England. In the course of such transactions, entered on with 
a view to investment in the United States, the English lenders arc 
usually bankers, upon \vhom American borrowers become entitled 
to draw for tlic sums lent. The Americans have bills on London 
to sell. If imports and exports have balanced before, there are now 
more bills on London offered in New York than the importers 
^^ish to buy. Foreign exchange falls in price and specie flows to 
tlie United States. If, indeed, these same borrowing Americans 
happen to make purchases in E'ngland — if, for example, they are 
railway projectors and buy rails at once in England (a common 
transaction in the second and third quarters of the nineteenth 
century) — then they may send their London bills directly to the 
rail makers in that city. In so far, the loan may be effected by the 
immediate import of commodities and without any flow of specie. 
But such a combination of borrowing and purchase is by no 
means universal. Ordinarily, the borrower wants money, or pur- 
( hasing po^ver; he may use his purchasing power at home, or in 
the lender’s country, or in a third country. The loan is likely to 
bring in the first instance a fall in foreign exchange in the bor- 
rower’s country, and a flow of specie into that country.^ 

1 In the enormous loans (some ten billions of dollars) which the United States 
government made to its allies during the war years 1917-18, purchases in the lend 
ing country were linked with international advances in tpiite an exceptional way. 
It was stipulated, expressly or by implication, that the proceeds of the American 
government’s loans should be spent in the United States itself. In fact, so far as 
the foreigners were concerned, no money passed at all. The Treasury opened 
"credits" on its books for the British, French, Italian, and other governments. The 
representatives ol the several countries, as they bought goods in the United States, 
satisfied the vendors by giving them orders on the Treasury. No money was turned 
over to the foreigners at any stage. In effect, goods were turned over to them in 
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If this, however, goes on year after year, the same effect is pro- 
duced on foreign trade as if there were an excess of imports into 
England. I he flow of specie will not go on indefinitely. There 
will be ( hanges in prices in England and the United States, such 
as will stimulate exports from England and imports into the 
United States. 'Ehe imports into the United States will not neces- 
sarily be from England; there may be greater American purchases 
in third (ountries or greater English sales in third countries, or 
there may be both. I he effect is likely to come gradually and 
almost insensibly, thru a little noticed diversion of the usual flow 
of spec ie, and thru ( hanges in prices that are slight and seem on 
the surface clue to other causes. But experiencx has abundantly 
provc'cl that a continuing !)alance c^f this kind, like a continuing 
balance aiising from merchandise transactions, is not licpiidated 
in spc‘c ic‘. It is settlc^d by an inc rease of merchandise exports from 
the le nding country. Sue h a country shows before long an excess 
of ex|)orts and this supplies the wherewithal for remittances to 
the borrowing country. 

'Eiansac tions of this kind are not usually sporadic*. They give 
rise to a ste'aclv flow of remittances, to which the merchandise 
ex|)orts and imports accommodate themselves. For a long time 
not only England but France and (iermany also were lending 
count ric*s. Sue h countries, in the earlier stages of lending, shenv an 
c’\c c’ss of mc'i c handise expoi ts over imports, and yet no steady dis- 
count on foreign exc hange and no outflow of specie. The continu- 
ing loans are effec tc*d by the exportation of goods. The process is 
one of which nc’ither the lending individuals nor the exporting 
meichants are conscious. Ehe influence of specie flow and of 
c hanging pric es is often gradual, silent, and little observed. Some- 
tiiiu's it is ac c'ompanic'd in the borrowers’ country by rapidly rising 
price's, expanding crc’dit, active business, speculation, general sur- 
face ptosperitv. and in the end a halt to the movement thru an 
industrial and linaiu ial c risis. In the United States crises in the 
ninetc'cnth centurv were usually commonly accompanied during 

oxdi.mm* ilu'ii promises co pay. and the gtHuls were at once exported. Such 
diiett ami immediate (onneitit)n t>ei\veen loans in terms of money and exports of 
ineiihandise dx^h on a hii>;e scale in this case> is rare; it Ixjlongs among the many 
anomali»us phem>mena of the war of 191.1-18. 
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the period of incubation by heavy borrowing troni abroad; at first 
an inflow of specie, then rising prices, and giarlually an increase 
of imports. 

Suppose now that the process of lending and borrowing has 
gone on for a long series of years. Then another factor enters, and 
in time the situation is reversed. The borrowers have to pay in- 
terest on their loans. As more and more loans are made, the annual 
interest charge swells. The principal of each loan is remitted once 
for all; but the interest charge to which it gives rise goes on year 
after year. In time the interest payments that must be made to 
the creditors’ country will equal, and eventually they will exceed, 
the payments on account of any new loans which may continue to 
be made to the debtors’ country. To this new situation the 
imports and exports will in time adapt themselves. Fhe lending 
country which at the outset had an excess of exports will in the 
end have an excess of imports. From England loans were made 
thruout the nineteenth century to all parts of the world. The in- 
terest charges on the old loans gradually swelled until they came 
to exceed the amounts newly sent out on principal account. 
Hence the foreign trade of Great Britain showed a large excess of 
merchandise imports over exports — an excess, it is true, partly due 
to other causes, but mainly to this one.^ 

A converse transition takes place in the borrowers’ country, 
from an excess of credit charges to one of debit charges — from 
an excess of merchandise imports to an excess of merchandise 
exports. The change may take place slowly and silently or may be 
accompanied by a financial crash. The turning point in the United 
States seems to have come with the crisis of 1873. As will be 
pointed out presently, the foreign trade of the United States 
changed in its character after that year; a previous excess of im- 
ports was replaced by an excess of exports. Tho the shift was not 
caused solely by the new relations of principal and interest in the 
international lending account, this seems to have been the domi- 
nant cause. It is not strange that the transition .should be initiated 

^ The capital sums invested by the British people in other lands were put in 
1909 at the enormous total of £2,7 oo.(xmj.cxx> ($i3,500,ooo,o<xj) , and the amount an- 
nually payable to persons in Great Britain at £i4o,ofx>,fKX) ($7cx),fxx>,ocx>) . Journal 
of the Royal Statistical Society, September, 1909. 
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i)y a ( 1 isis and that tlic* first phase of it should be a period of busi- 
IK-SS (Ic picssioil. 

riic ^i cat lending operations of nuKlcrn times take place chiefly 
thru tlie sale of securities. Wlien governments borrow, they sell 
their evideiues of debt. When loans are secured for private enter- 
prises, ( orporate sto( ks and bonds are usually sold. The result of 
long ( ontinued o|)erations of this sort has been that certain securi- 
ties have an international market, and pass freely from country 
to ((juniry. They are largely used in settlement of international 
balam es and often obviate a flow of spec ie. Ks|)ecially is this the 
case where a temporary balance of payments has to be met. Then 
the bankeis thru whom bills of exchange are bought may send 
su( h sec in ilies instead of spec ie. On the other hand, these trans- 
ac tions sometimc.‘s c ause independent distin banc es of foreign 
tiacle, and so of banking and financial conditions. If the securities 
issued by a country’s government or its corporations come to be 
distrusted, they are likely to be sent bac k to that country for sale, 
and thc*n to c ause a balanc e of spec ie to leave that country. Thus 
in the* years irom iHgo to iScjh, when the contest over the gold 
and silver standards was going on in the United States, foreign 
holders of American sec uritic's became imeasv and sent the se- 
c uritic-s to the* New ^'c)rk stock exchange loi sale — a movement 
wide h contributed to the outflow of specie during those years, and 
added to the causes of public and private cniban assment. 

5 : 5 W’e turn now to transac tions other than loans. One cjf the 
simplest is that of payments made to persons living or traveling in 
a foreign country. Americans who have permanently established 
thc iiisches in Kurope and American travelers spend large sums. 
W hat thc*y spend is put at their command in Kurc:)pe thru the 
mechanism of the foreigit exchanges. In the first decade of the 
iwc-nlic ih c entury thc*se sums had mounted to hundreds of millions 
of dollars a year. Usually the Americans have letters of credit, 
wide h enable them to draw on bankers. Their drafts appear in the 
fore ign exchange market precisely as do the drafts of foreigners 
who have exported goods to the United Stales. If the merchandise 
c xpoits and imports of the United States just balanced, then these 
travelers’ drafts would cause exchange on the United States to be 
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regularly at a discount in Europe, and specie would flow from the 
United States. But to this situation, as to that arising from loans 
aiid interest payments, the merchandise trade in time adjusts itself. 
The sums which Americans spend abroad arc supplied by mer- 
chandise exports from the United States; fo"* such transactions 
(supposing them to be the only ones of the non-merchandise kind) 
Would bring about gradually and insensibly an excess of exports, 
in obedience to the same causes which would bring the exports and 
imports to a precise equality if these alone constituted international 
dealings. In the same way, British India has an excess of exports; 
partly because there are interest charges on loans of long standing 
made by Englishmen to the government of India and to private 
persons there, partly because there are in England many pension- 
ers from the Indian service to whom the Indian government must 
make regular remittances. 

A curious and important addition to the payments of this kind 
came in the United States, after about 1890, from the remittances 
of immigrants to their kinsfolk in the old countries. The immi- 
grants newly arrived are frugal; it is the second generation that 
accepts the more liberal spending ways of the prosperous country. 
The newly arrived send a good part of their savings to relatives 
and friends at home, very largely for the purpose of enabling 
these also to emigrate to the land of plenty. Thereby again a debit 
item ap|)ears in the foreign exchange operations, which adds to 
the causes bringing an excess of merchandise exports. This item 
reached surprising size in the first decade of the present century; 
it was sujjposed to amount in each year to at least $200,000,000. 

Freight charges on imports form another item of the same sort. 
If the merchandise between two countries is carried solely in the 
ships of one of them, this one will have in so far a balance due to it. 
Thus the foreign trade of the United States was long carried on 
chiefly in the vessels of other countries, England having the largest 
share. Fhe citizens of the United States made remittances on 
freight account; and they would have had lo make them by the 
shipment of spec ie if the exports just balanced the imports. Faig- 
land is in the contrary case. Her people are great owners of ves- 
sels, and are carriers the world over. By itself, this factor would 
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bring specie into England if her imports just balanced her exports. 
As a matter of fact, the remittances that must be made from other 
( ountries for freight take their place in the general balance of in- 
ternational payments. They also add to the causes which lead in 
Eaigland to an ex( ess of merchandise imports. 

^ 3. In modern times a country which produces gold is in a 
p( ( uliar situation. If this be tlie only item (or the dominant item) 
over and above ordinary merchandise transactions, the country 
will have regularly an excess of merchandise imports, just as it 
would have if traveh rs* expenses or freight ( harges had to be re- 
mitted to it. but it will also have a regular outflow of specie; and 
therefore foreign exf hange will be regularly at a premium. The 
spec ie is in this c ase an ordinary article of export, like wheat or 
cotton or any other commodity. Hut it goes c^ut only when the 
state of the* foreign exc hatiges is siu:h as to warrant its shipment. 
In the usual case, where a country for one reasem or another has 
an excess of merchandise imports, foreign exchange is not ordi- 
narily either high or low; it reaches the shipping points only on 
the s|)c)raclic occ asions of balances to I)c met. In a mining country, 
however, the state of the exchanges is normally such as to cause 
the c*xport;ition of specie. This was the case in the gold-mining 
colonies of Australia, espc*c ially X'ictoria, for many years after the 
gold cliscoveric's of 1850; and it is still in the main the c ase in that 
legion. It ^^’as the case* in Mexico, long the greatest silver-mining 
coimtrv in the world, during the period when silver was speude 
on the s.mie terms with gold. Since the universal adoption of the 
gold standard, and its intioduction even into Mexico, silver has 
the re become a commoditv like any other, and the exchanges are 
ICC koiucl on a gold basis. For the first decade after the Californian 
gold discoveries of 1850, the United States was in the same position 
as Australia. 

l.aicr c*xperic*nc c*s of the Unitc*d States with regard to the do- 
mestic output of gold illustrate some of the irrc*gulai ities of inter- 
national trade, and show in what complex wavs the underlying 
toicc's work out their results. During the Civil \V"ar the gold in 
circulation was driven out by the issue of [)aper money; and 
thereafter, until the resumption of specie payments in 1879, 
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annual product of the mines was steadily exported, gold and silver 
being alike regular articles of export. After i(S7o die United States 
accumulated an immense stock of gold. It did $0 (up to the time of 
the war of 1914-18) mainly by the simple retention within her 
own borders of the output of the domestic mines. In some years, 
not only this product was retained, but much gold ilowed in from 
abroad in addition. Tho it happened in other years that not only 
the yield of the mines was exported but even more, yet on the 
whole the domestic product and some imported gold also accumu- 
lated in the country. The course of ])ric es was affected by these 
movements, thru tliose processes whose slow, irregular, and half- 
concealed working has been explained in preceding chapters. 

§ 4. A glance at the figures of the imports and exports of the 
United States during the hundred years from 1815 to 1915 shows 
that a striking change in the relation of the two items took place 
in 1873. Uj) to that date, imports had regularly exceeded the ex- 
ports; after that date, exports regularly exceeded the imports. 
The excess of exports in the early years of the twentieth century' 
was enormous; during the decade ending in 1908 the annual excess 
was $500,000,000. The reversal in 1873 is easily explicable from 
ivhat has been stated in the preceding pages. During the first three 
(juarters of the nineteenth century, the United States had been 
a borrcjwing country, and moreover had been in the early stages 
of borrowing. Steady recurrences of new loans more than balanced 
the ac( ruing interest on old loans. Until i8()o the United States, 
in addition, had been a shipping and freight-carrying country, and 
its shijMUvners had been earning freights payable by persons in 
other countries. After 1873 the situation changed. Fho borrowing 
continued, sometimes on a great scale, the annual interest payable 
to foreigners on the whole offset the remittances into the country 
on capital account. Freight charges became payable no longer by 
foreigners to Americans but by Americans to foreigners, for the 
reason mainly that iron steamers displaced wooden sailing vessels 
and could be built and operated more cheaply by the British and 
by others in Europe. Moreover, other debit items apj>eared newly, 
while others of the old kind rose to dimensions so much greater as 
to make them substantially new. The traveling expenses of Ameri- 
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(alls l)c*(anR‘ vastly larj^cr; so did the remittances of immigrants. 
In some years, repayments of olfl loans were made, in the form of 
puK liases hy Americ ans of set urities which in previous times had 
f)een sold abroad. Ileiut* the preponderaiu e of exports after 1873. 
At lirst ( ompai atively slight, it readied eventually the remarkable 
voliniK* just mentioned,- half a billion of dcjllars a year. Irregu- 
lar tluj the iiieK haiidise balances were, influenced as they neces- 
saiily were by the a(( idents of the season and the crops, by mone- 
tary legislation, by ( rises and deiaessions and “booms,” the general 
trend was nnmisiakable; the exports achaiued more rapidly than 
th(‘ im|)oiis, exceeded them in almost every single year, and in 
most Mars ex< (-( (led them immensely. The flow of specie mean- 
while was at some times into the United States, in other times out 
of till* dnited Stales. The upshot was an international redistribu- 
tion of gold different Irom that usually o((inring when a country 
mines ihe metal. The I’nited States, so far from exporting its 
prodiK t. retained virtually the whole within its own bounds.^ 

5. W hen the mcK handise exports of a (ountry exceed its 
impoits, the (ouiiirv is said to have a “favorable balance” of trade. 
W hen its impoits exceed its exports, the balance is said to be “un- 
l.ivoKible.” The same terms are used when the state of interna- 
tional trade is such as to caust* an inflow or outfk^w of specie; 
.iltho, as we ha\e seen, sue h inflow or outflow is by no means a 
ueccssarN 01 even a usual c ouseijueiu e of an excess or deficieiuy 
of expoiis. The gciieial notion underlving these terms is that a 
(ountiA gains b\ ha\ing clealings with other countries which are 
expected to bi ing s|)ec ie in, and lo.ses by those* which are expected 
to t.ike spec ie out . 

I his notion goes bac k to the Mercantilist writers of the seven- 
teenth and eighteenth centuric*s. who believed that specie was a 
pec uliarly impoitant pait of ,i country’s wealth and that legisla- 
tion on iutc rnational iiade should be dirc'c ted to its accumulation. 
\n\ one who has giasped the* c*leinentar\ muhs about wealth, 
c'Xc hangc*. money, will see the absurdity of supposing that the pros- 
peiiiN of .1 coimtiN is bound up with the inflow or outflow of 
' \ hiNUMX ot ilu‘ it'l.ituMi lu'iufrii iiti|iot(N and i-xpous in the rnitecl Slates 
timing the picAvai |>cn<Hl iii the >lar\aid Htvitw of Economic Statistics, 
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specie. The astonishing tiling is that, iiotwiMistaiuling the sim- 
plicity of those truths and their repeated and wiaespiead exposi- 
tion, ignorance regarding them should he so (ommon. Many 
people who think themselves entitled to attemioii still speak as 
if an excess of exports promised a profit to a country, and an in- 
flux of specie were a realization of that prolit. 

In part this way of looking at international trade comes from 
the habitual attitude of business men and bankers. Plentiful bank 
reserves, low rates of discount, easy accommodation of borrowers 
— these are always welcome to the business community. Con- 
versely, diminishing bank reserves and higher discount are un- 
welcome. Hence the inflow of specie, whic h proximately affects 
bank holdings and short-time interest, is s|)oken of as a good 
thing and the outflow of specie as a bad thing. The outflow, with 
its consequent pressure on loans, interest rates, and eveiuually on 
prices, is often a salutary check on inflation and speculation, but 
few business men feel it to be salutary. Nearly all would like to 
see an unending round of rising jjrices. 

There are times, of c:ourse, when the balance c:)f international 
payments — usually resting on the relation between exports and 
impe^rts — is of real c:onse(juence. I bis is notably the c:ase when a 
country is trying to extricate itself from a depreciated pa])er cur- 
rency. The return to specie payments at the start of the operation 
is possible fcjr such a country cmly if its foreign trade is in a state 
which will cause specie to flow. in, or will prevent it from flowing 
out when a fund for resumptic^n purpcjses has been collected by 
the government. The:) in the long run this inflow or outflow will 
dejxMid on the state of prices, in any one year or even j)cricjd of 
years the balance of international payments is affected by all tlie 
happenings of the time. If at the time when a country is preparing 
to return to a specie basis, financ ial disturl)anc:es cjr pocjr crcjps lead 
to an “unfavorable" l)alance, the operation of resumption will be 
ciiflicult and jjerhaps unsuccessful, (onversely, a favorable balance 
may make success easy. It was an immense aid to the resumption 
of specie payments by the United States that in the year fixed for 
it (1879) , and in the years immediately following, there were un- 
usually heavy exports, because of goovi crops within the country 
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and poor ( lops tlscu here; while at the same period improvements 
in railway tianspoi union j*reatly lacilitated the outflow of ex- 
poi ts. 1 he ((jnseciuein inflow of j»<)ld, ( cnipled with the retention ot 
die domestic output of the metal, gave an unexpectedly solid basis 
to the lecstahlislied sj)e(:ie regime. 

In the main, however, the persistence of the Mercantilist atti- 
tude is not due to any sn< h considerations but to simple ignorance. 
Since people mcasnre their individual incomes in terms of money 
and their prolit by an excess cjf money receipts over money ex- 
piaisc‘s, they fall easily into the way of regarding money as the 
impoi tant loim of wealth. I his was indeed the earliest and crudest 
lot 111 of the- Meic antilist notion. It is the same ignorance and 
fallacy (hat niidcriie the* advocacy of pajur money inflation and 
the* vaiions sc hemes for making nations j^iosperous by adding tc:) 
their stoc ks ot c ash. 

One cm ions lonii of the Merc antilist \ iew appears in the inter- 
pietation oltc ti gi\en to the slate of trade between a country and 
a single- one ot its neighbors, dlius the exports from Canada to 
the rniic-d States mav be greater than the exports from the United 
States to Canada: and it is often inferred (for example, in discus- 
sion ot iccipidcitv treaties between the two countries) that the 
tr.icle is one- nnlavoiable or damaging to the United States. Such 
com|)aiison is me.iningless. So far as the relation l)etween imports 
and ex|)orts is a mallei of moment at all, this is to be judged by 
the balance- ot transactions not between anv one country and a 
single otlu-i but bv its balanc e with all. That our exports to Eng- 
land c-xc c-ed our im|)orts thence, and our imports fiom Brazil 
c-xcec-d our e\|)oris thither — all this signities nothing. It must be 
toniessed that public men in high station, as well as newspaper 
scribblers and rabid partisans, fall into loose talk on this subject, 
and cc)iii|)are the- sales and purchasc*s of one j)air of countries as 
it these leallv g*ive an indication of their relative gains from trade 
w ith CMC h othe r. 

^ (i. Dm ing the dec aclcs immediately after the end of the war of 
ic)i I iS. the- course of intei national trade and international pay- 
ments illustrated the wide vai ietv of fac tors that enter. It cannot be 
said that anuhing appearc-d which serves to impugn the analysis 



§ 6 ] 


INTERNATIONAL PAYMENTS 


463 


and reasoning which have been set forth in tr^e preceding pages. 
But the complexities were extraordinary, and problems of a new 
kind emerged, — new not as regards economic principle, but in the 
field of economic policy. 

First of all, an economic factor: The lJnit< d States became 
what is called a “creditor’* nation. By this term, ol’ten vaguely 
used, I mean what in general it implies, namely that the people 
of the United States not only had lent to people in other countries 
but that the stage had been reached where the sums due to them 
on interest account overbalanced what would run the other way 
if there were further new loans. In Great Britain a marked creditor 
position had come long before, thru a gradual process extend- 
ing over a couple of generations; in the United States the war of 
1914-18 brought it about with dramatic suddenness. 

During the war itself, the overturn was lorced by the British 
themselves thru a process till then unheard of. Iheir govern- 
ment virtually laid hands on the American securities held by 
individuals in their country (paying the holders a fair price) and 
sold the securities in New York. TUq proceeds were then used in 
New York for buying American goods ’wanted for the c:onduct of 
the war. American securities having a value something like a 
billion dollars were thus taken over and sold to Americans, while 
goods to the same amount were bought by the Ihitish govern- 
ment. It was a case unusual in two ways: the British government 
deliberately redirected private investment; and also (what was 
less unusual) great changes in merchandise movements took place 
without any transfer of money at all. 

A second series of transactions, in some ways similar but in 
others quite different, was on an even greater scale, indeed on a 
scale quite beyond precedent. After tlie United States entered the 
war in 1917, the American government lent to its allies enormous 
sums, some ten billions of dollars. I1ie loans were effected by 
putting at the disposal of the agents of the allied governments in 
the United States (quite the most important agent being the great 
Morgan banking firm) billions which were then used by these 
agents within the country for purchases of supplies wanted by the 
allies. The goods thus bought moved out of the country without 
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jniy con espoiulinpj inflow either of goods or specie, or even of 
se( iii ities. By the first of the processes (that described in the pre- 
ceding paragraph; the British private creditors of American 
dehlors were re|)la( ed by Americ an creditors, and so far (tho by 
no means as regards the whole world) Great Britain ceased to be 
a c recliior c ouniry. By this second, the British government became 
clii ec ily a de btor to the American government, and Great Britain 
bec ame for inally a debtor country. 

Some years after the c lose of the war, international lending and 
the* change to a ci editor position tc3C3k place in the more usual 
way. Large* loans were made by American c itizens to foreigners, 
partly to governmc*nts, partly to |)rivate concerns. How the Ameri- 
can bankers who managed these o|K*rations got command of the 
vc'iy large* funds thus loaned i)y tliem, or thru them, is not easy 
to stale* summarily. In part, no doubt, they represented true 
savings. In pait, they rested on “created” money; bank deposits 
uhi( h weie c reatc*d in this c ase the more freely because the great 
deve lopment of the* f'cclcral Re*serve system made the growth of 
loans and of deiiosit money more easy than ever before. At the 
stage ol tiansilion in vvhicdi the whole banking system then was, 
the* available banking funds se*emed almost limitless. Millions 
v\c*ic* lent to boriowc*is. not only in European countries but in 
South Ameiica. Austiali.i, Ganacla, *ill over the world. At a still 
later stage* Anu i ie an banks lent on a great scale for short periods— 
sliort time* loans, made* not with expectation of any sales of securi- 
ties to h)ie'ign investois but merely fe)r the purpc3se of finding 
s(»me thing to do with the sums which accinnulated in the banks 

still in the* m.iin thru the* creation of deposits fostered by the 
Re serve Svstem. Partlv as cause and partly as effect nurst be reck- 
oned the* speculative mania of the period, the like of which in 
c|uant itative tei ins had nev er before been seen. 

When the whole top-heav v struc ture came to the ground with 
a C lash in ipup, not onlv did out-going loans come to an end, but 
inte tesi on manv ot those alre'adv made ceased to be paid. Many 
dei>tors beiame bankrupt. International payments, and so inter- 
nation.il trade*, enteieci on a period e)f uncertainty, haggling, shat- 
tereel nice hanism. distress on all sides. 
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To these complications in the relations l)et\.^*en private leaciers 
and borrowers was added another, arising Iro!). the interallied 
debts — the enormous loans made by the Ihiiied Stales govern 
inent directly to the governments not only ol (heat lb i tain but 
also to others of its former allies. The chapter is a dreary one, be- 
clouded by bitter controversies. As regards the conseciuences for 
international trade, it is enough to note that, while payments of 
interest and repayments on capital account were made for a while, 
they ceased soon after the collapse of In these relations, as 

in many of the private ones of the time, liu* new “t reditor jM)sition” 
of the United States came to be no more titan nominal. I'he loans 
from government to government, Avhich led to such enormous 
exports when made, never had any corresponding reverse effects 
on imports, as they woidd doid)tless have had if repayments had 
been made. 

Concurrently with all the old and new interest and c apital pay- 
ments, the other “invisible” transactions Avent on. Imports and 
exports, the visible items, went their course, less regidaiiy than 
in ordinary times, yet in far more familiar fashion than the non- 
merchandise operations. Somehow, as the unexj)ec ted resultant of 
the whole complex, there ensued a great How of gold into the 
United States. It is easy to understand that such a How should 
have taken place during the war itself, Avhen there was tlie sudden 
insistent demand for American gc:)ods. Hut its continuance (even 
tho occasionally offset by a reliirn movement) on so great a scale 
for so long a time is c:)ne (ff the most striking among the anomalies 
which appeared during the dec:ades following the war. 

One further asj)ec t of the anemia lies of the ]iost-war jieriod is 
to be noted: the increase in the movement of secairities from 
country to country and the new and growing jiressures from the 
security flows. That these transacticjns were greater in volume thati 
ever before Avas not mainly the result cjf more lending and bor- 
rowing by individuals for investment or by governments for im- 
mediate expenditure; it arose mainly from irregular movements 
to and fro, especially from “flights c:)f c:a])ital.” The disturbances 
and convulsions, both econcjrnic and political, in European coun- 
tries led large and small investems to shift their holdings first one 
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\v;i> ilu n juioiIk r; and there were times when American investors 
did the same, taking reliij^e in European ^especially British) se- 
em it ies. An ominous prosped would (aiise a rush of sales at home 
and pUK liases abroad, and movements <jf ^old between countries 
in the (ouise of these o|)erations; then return movements as the 
skies cleared. The transactions led to ^old flows which impinged 
on the banks, and thereby with more or less rapidity and more or 
less real eflet t on the business situation. It was diflicidt to perceive 
what would be tlieir consecpiences, (juite impossible to predict 
their o< < in reiu e. 

Ehis (onnection between gold movements and international 
SCI in it y mo\c inents is of a different kind from that noted earlier 
in this ( haptei. It meant not that seiurity sales were a substitute 
lor gold movi inents, serving to make the gold flow less; it meant 
that the sei in ity movements, induc ed by extraneotis factors, oper- 
ated to make the gold movements greater and more irregular. 
Under such c ondii ions, the banks of a country, and especially 
central banks, are suddenly and unexpectedly called on to provide 
huge sums ol gold lor remittances to foreign countries. If their 
holdings aie slender, they may be led to shut down on specie pay- 
ments once lor all; or if not to act so drastically, at least raise 
theii Kites ol discount suddenly and sharply. Even if their specie 
holdings are adec|uate, they may tighten the reins and bring a 
h.ilt in the* world of banking and business. In this sort of situation, 
as in so many others, the* |)svc hologic al element plays a large part. 
I he sup|)osc (l disach.intages from an unfavorable balance of trade 
and .in out How ol spe c ic‘ and the supposed advantages of the con- 
tiarv .irc‘ so const, inilv harped on in the linancial press and in the 
evervdav talk ol business men and bankers that there is always 
an uncMsv Ic’c ling when gold flows out; and this feeling easily be- 
comes panicky when the outflow is large. Ciertain it is that the 
remittance's occasioned by security transactions became both 
greater and more irregular in the post-war period, and affected 
more .ind more international payments and the play of the foreign 
exc hanges. Not least, they affected the smcxjth working of the gold 
standard, and were no small factor in leading to the doubts about 
its retention. 
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On the matters taken up in this chapter, and more particularly 
on the international trade of the United States as it had been af 
fected by the war conditions, I wrote in 1927: ‘ 

The export of capital may wax and may wane. It will hardly cease; 
but it may prove of less commanding importance than commonly 
expected, rhe great excess of merchandise exports over imports may 
continue, or may be succeeded by an even balance, or may be re- 
placed by an opposite relation — an excess of imports. The whole 
i)alance of international payments, with all its interwoven and con- 
flicting elements, subject as it is to the possible decline or growth of 
almost every item, may take a shape quite beyond any foreshadowing. 
Most interesting of all, and perhaj)s most unpredictable of all, is the 
way in which the monetary mechanism will operate. Will the cur- 
rency system of the country remain as insensitive to gold movements 
as it came to be during the war and post-war periods? Will the whole 
enormous gold stock be retained within the country? And if not, 
what will be the method and what the results of its redistribution? 
Will deliberate policy and plans for a managed currency determine 
its movements, or will its international distribution proceed after all 
in that undesigned fashion which has so long been regarded as part 
of the normal economic order? . . . Just how the prices of American 
goods, and the country’s general level of domestic prices and money 
inciJines, will shape themselves or will be shaped under the newly 
develoj)ed banking and currency situation — he would be a rash man 
who ventured to predict. And hence he would also be rash who ven- 
tured on a prediction as to the ultimate structure of the country’s 
international trade, of its merchandise exports and imports, of its 
balance of payments with other countries, of the greater or less ex- 
tent of its real gain from the total of all the transactions taken to- 
gether. 

1 wclve years later, at the time present pages are 

written, the same questions are before us, and the same uncertain- 
ties remain about the answers. And it also remains true that the 
dispassionate student will be less interested in the shifts and 
changes that take place from year to year, even those from decade 
t(j decade, than in the play of jjcrinanent forcc^s and the way in 
which these act on the real gain of the world and of the several 
(ountries frcjm international trade. The world would be much bet- 
ter if trade between nations was carried on as it was in the twe^ 


See pp. 333-334 of my International Trade, published in 1927. 
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(In adcs lliat preceded the war of 1914-18 rather than in the way of 
the two succcediiiff decades. The gold standard then smoothed the 
intcMiatioiial cxc lianges, and the economic structures of the several 
( fiiiiiti ics were adapted to moiietary atid industrial relations that 
woiked prohahly as well as httiuau institittions are likely to. The 
time may come wheti nations will again look at each other as 
Irieiidly < ()m|)etiiors, not as hostile (omhatatits. Then more at- 
tention will again he given to the abiding factors that act on the 
trade between them. Utiless the ftitidamentals are understood, 
it is im|)ossible to tender judgment intelligently about the past 
01 dis(ern what is good itt the futtire. Let us hope that the ftinda- 
meiiial matters that ate forgotten in the welter of fencing on the 
immedi.ite (piestions of motley, batiking, balances of trade, dis- 
located e\( hanges, will again come to the fore. In the next chapter 
one more of the short-titne or “abnormal” factors will be taken up: 
in the ( hapiers (otnitig thereafter, we turn to the more essential 
things. 
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§ i. Exchanges become dislocatetl when ihc currencies of the trading coun- 
tries are not on the same basis, e.g. not on the gold basis. — 2. EHe( ts of 
dislocation in tlie simplest case: when merchandise transactions are the 
only ones between countries, and prices in each country are stable in 
terms of its own currency. — § 3. The case usually is complicated, lllusiia- 
tion: changes in tcjurist expenditures; effects on imports and exports of 
go(3ds; “bounties” (3n imports or exports. — § 4. Prices of domestic and 
of international goods do not move together. — § 5. Dislocations arising 
from changes in the monetary standard itself. The United Slates in 
36. — § 6. Effects of ccnnplete abandonment of the gold standard. “Ex- 
change dumping.” — § 7. The effects of dislocated exchanges are of the 
short-period kind. In the long run the character of a country’s interna- 
.tional trade is not altered by them. 

§1. In the preceding ciiapter international trade lias been con- 
sidered mainly on the assumption that one and the same metal 
— gold — is the basis of the circulating medium of the trading 
countries, and moves freely between them. It is obvious, how- 
ever, that the machinery of the How of specie, of prices, of money 
incomes rising or falling because of the sjiecie movement, of re- 
adjustment thru a new level of prices and money incomes in eat h 
of the countries — all this cannot operate, certainly not all of it 
can operate, where the monetary systems rest on different bases. 
Where there is paper in one country and gold in another, or gold 
in one and silver in another, or paper in both, the mechanism is 
different. The compensating, correcting, stabilizing influence of 
gold movements ceases. The present chapter takes up the nuire 
complicated case where there is trade between countries having 
different monetary standards and the correcting influence of the 
gold standard is lacking. 

The most obvious consequence of the absence of the stabilizing 
effect of a common standard — which in modern times meant the 
gold standard — is that foreign exchange becomes dislocated (to 
use the term I have chosen) . While the range within which the 
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price of foreign hills of exchange can fluctuate is very narrow 
when tlie tiadiiig ( ountries are all on the gold standard, it is wide 
when they are ncU. Kxchange is out of gear; the price which is 
yielded by the command or possession of money in one country 
over the money of other countries may fluctuate with no limits 
a( < urately assignable. Sim e almost all transactions between foreign 
( oimtries are ( al l ied on thru bills of exc hange, fliu tuations in the 
pii( es of bills aflect the substantive course of trade — ^the imports 
and exports — in ways which do not appear where the same stand- 
ard prevails in b(jth. And herein, it may be mHcd, lies the most 
sn iking dilfereiice l)etween domestic trade and international 
trade. Within a (ountry there is no problem of dislocated ex- 
changes; all transac tions are on the .same monetary basis. Not so 
between coiintries eac h of which has its own ejuite nni(jue mone- 
tary basis. 

iJ. The range of fluctuations in dislocated foreign exchanges 
would be less and the c onseciuent unc ertainties about the outccjine 
of individual transactions diminished if all transactions were 
c arried on steadily in the same volume and at the same speed. I'he 
situation would be sim|)lest of all if the only items in interna- 
tion. il payments were the im|>orts and exports of mere handise, and 
if these went to and fro in a settled and unchanging routine. 
Ciiven this situ.ition, the rates of foreign exchange would be 
adjusted, nay could be said to adjust themselves, to the relative 
|)iuc hasing jiower of the several c tnrenc ies in their own borders. 
.Suppose, lor example, there were two trading countries, say the 
rnitecl States and (iermanv, the United Stales ha\ing paper dol- 
l.us and Ciermanv paper marks (dismiss all thought of the gold 
dollars and gold marks with which the names of these monetary 
units are historic ally assoc iated) . riien if pric es of goods in terms 
ol marks in (iermaiiy were ten times as high as the prices of goods 
in the United States in terms of dollars, foreign exchange would 
be .It the rate ol lo to i. A bill of exchange cm (ierm.my for lo 
marks would sell in the United States for i dollar, and a bill for 
$io on the United Stales would sell in (wermany for too marks. 
\\ iihin eac h country the price level would be determined by the 
laciors there at work, — the volume of the paper marks and the 
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bank deposits and subsidiary coin, the volume of transactions, the 
rapidity of circulation of money and goods, and '^o on. Given that 
price level steadily maintained, and given the simple case of un- 
changing international transactions restricted to merchandise, the 
rates of foreign exchange would follow, and w juld be stable so 
long as these conditions remained unchanged. 

No such simple situation has ever existed or, it may be safely 
predicted, ever will exist. But like other simple situations imag- 
ined by the economists, it serves well as a first step in analysis, as 
a clue to be kept in mind when watching the deviations from 
simple cases which appear in the world of affairs. And not only 
this: the facts show in the long run a substantial conformity to 
the theorem. Conformity of this kind is to be expected when we 
recall that merchandise operations remain far and away the largest 
constituent in the total range of international transactions, and 
that it is these which are most likely to go on in a steady stream. 
Further is it to be remarked that paper money systems, however 
easy it is to manipulate them, do attain not infrequently a certain 
stability. Wliether the paper is put out from the start as “hat 
money” or is a degeneration from a specie standard into that form, 
the volume is often maintained for considerable periods at roughly 
the same level. When once the initial stage of sudden great resort 
to inconvertible pajier money has been passed, — when the hrst 
throes of financial stress are overcome, — a stage of comparative 
quiesc ciicc may ensue. Such was the case in the United States after 
the Civil War of 1861-65, in Austria after 1866, in France after 
the war of 1914-18. Given conditions of this kind, foreign ex- 
changes show a similar sort of approximate stability. The rates 
fluctuate, but not very widely from a mean that corresponds to 
the mean of the price levels. So far as there is this correspondence, 
international trade goes on very much as if both countries had 
the same monetary standard. 

§ 3. The situation is far from being as simple as this when there 
are changes in one or another of the factors, especially if the 
( hanges are abrupt. The process of accommodation to new price 
levels and to new rates of foreign exchange then takes place slowly 
and is trying. And even tho the monetary factors may remain 
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iiiiflisturbcd — gold or silver used or noi used in the same way as 
hefo! e, paper money not managed or manipulated on a new scale, 
the resort to credit instruments not modified, — the various non- 
merchandise items entering into the international accounts, such 
as capital invest ments or tourist expenditures, may fluctuate with 
unexpected and disturbing results. All such operations impinge 
in tlu‘ first instanc e on the rates of exchange, then on the prices of 
goods, then by slow steps on the long-period or normal adjustment 
of the exc bange of goods and services between nations. 

It will se rve to make more clear the nature of the problems that 
arise, the way in wbic h the economic forces c^peratc, if some il- 
lustiati\e cases arc* taken U|). 

I'irst, suppose that there is a change in one of the non-merchan- 
dise* items, riic* volume of tourist expenditures changes, and 
additional pa\ ments have to be made on that acc:ount. Suppose 
the change to be* abrupt and ccMisiderable. travellers from the 
l’nitc‘d State's, say, go in large numbcTS to (Germany, spend freely 
thcie and lu'ed (ierman monc'y.^ 'fheir bankers supply them with 
exchange on (iermany in tertns of marks, or (what c:omes to the 
same thing) authorize them to sell in Ciermany, for marks, bills 
chawn on the* American bankers, i.e. exchange on the United 
Stales, riic ic* is an increasc*d demand in the United States for 
m.ii k c‘\c haiigc‘. an inc reased su|)ply in (iermany of dollar ex- 
change*. .\mc i ic an exc hange would sell at a lower price in marks 
than belore. l o ic’\c*rt to the suppositious figures just used, a bill 
on (.c*imain would sell in the United Slates not at the rate of 
Sio IcM 100 maiks but for more — say Si 2. .\ bill on the United 
St.iics in (iermanv would sell not at the rate of 100 marks for $10, 
but lor SSi I his is the first impac t: exchange would be at a dif- 
lerc'iu figure*, and one not in ac'c:ord with purchasing parity. 

Uonsicler next how this would bear c:)n other transactions, and 
espc'ci.dlv on merc handise imports and exports. Idle merchant in 
New Wnk who has goods sold or salable in (iermany, and has 
exc h.inge on (iermanv to offer in the market, now finds that a 

’ I avsuim- lu-u* wUm i\va\ hv t.illol the ii.iiui.il ui ordinary course of events; not 
ili.ii toMipluatcil >\Mein of conirols ami rcj^iilations which was set up bv the govern- 
nuMU alter 0)^5 and which is as diiricult lo understand as it is (1939) difficult to 
enfoKc. 
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bill for 10,000 marks sells for $1200 instead of joo . It pays to 
export; those who have goods on hand, salable at otu e in Ger- 
many, get a windfall. Something in the nature ol a bounty on 
exports results. It must be said at once that this elTect on the prices 
of exported goods is not so certain and predictable as is often stated 
or assumed. It may be considerable, may be moderate, may be 
nothing or next to nothing. Take as example cotton. The imme- 
diate effect — still assuming the new demand for (German exchange 
to be abrupt — would be to cause American cotton to go up in 
price. But soon it would become a cjuestion whether the added 
American cotton offered in (Germany would sell there at the same 
price in marks as before. Unless indeed the (jiianiity were negligi- 
ble, the price would be lowered, the elasticity of demand in Cier- 
many determining the outcome. It would become a (juestion too 
how far the Americans at home would lessen their own purchases 
of cotton. To the degree that their elasticity of demand led to 
smaller purchases, the amount of goods exported and offered for 
sale in Germany would increase and the price in (iermany would 
be more considerably depressed. Elasticity of demand in (iermany 
might be slight, and the additional American cotton salable there 
only with a marked fall in price; while the elasticity of demand in 
the United States might be great, and the decline in American con- 
sumption rapid. Then the effect would be not that the American 
holders of cotton got a bounty but the German purchasers a wind- 
fall. The “bounty” on exports thus is by no means cei lain to en- 
sue. One would expect on the whole neither the full bounty nor 
the great windfall; a somewhat higher price in the Arneruan 
market, a somewhat lower price in the (German. The actual course 
of events has usually been of this intermediate kind. 

This sort of case can be generalized. We may suppose tiie 
tourist travel from the United States to all countries to swell, and 
all American exported goods to be affected; evidently with com-, 
plications as regards different goods but a general outcome such 
as has been indicated. 

It is worth while to remind the reader that the case can be gen- 
eralized in still another way. The same sort of consequence ensues 
even if both countries (or all countries) have the same monetary 
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.si;mfl;nd,- — gold in ihc modern woi Id. Excliange is affected in the 
same way, exports stimulated in the same way. The difference, a 
most important one, is that under a common gold standard the 
effec t is sliglit. Ex( hange ( an fha tuate hut little, and the conse- 
(jueiH es of fluctuati(jns, tho the same in kind, are as a rule negli- 
gible in anunint. It is the circumstance that dislocated foreign 
ex( haiiges may fluctuate (juickly and widely that makes the con- 
secjuences (if mcjinent ipid leads to acute economic and political 
disturbaiu es. 

Conseciueiues of this kind, in all their various forms, rest 
on the same underlying cause: the fact that the prices of imported 
and exported goods — international gcnxls — are sj^ecially inter- 
la( ed with the rates of exchange. I'his is but one form of that dis- 
persion of price movements to whidi attention has already been 
tailed.^ Prices oi international goods are subject to influences of 
their own. Their pric es, while m^t unrelated to those of domestic 
goods, show movements of their own. The deviations in direction 
or degree may be small or large, may last for months or for years. 
I hey are alfet ted by all the varying inlluences to which prices of 
pal tie ular goods are subject, such as changes in the arts of produc- 
tion, changes in demand, seasonal changes in crops, and to the 
( onditions of international payments and international trade. In 
the lase here supposed the .American prices of cx])ort goods would 
go up, while there would be nothing to affect the domestic price 
level, d he prices of goods made and sold at home, and the current 
rates of money wages, would remain as before. 

In course of time, this discrepancy between the two price levels 

of domestic and international goods — would presumably be 
evened out. The higher prices of the exported goods would tend 
to draw pc*o|)le to produc e more of them, and they would come to 
sell in the same proportion to their costs as domestic goods, i.e. 
presumably at the same pric e as before. But the process of equali- 
zation is slow, especially in the case of agricultural commodities, 
such as cotton in our example. .And during the period of transi- 
tion, other fac tors are likely to enter, either working in the same 
direction or in opposite directions. The eventual situation then 

‘ Chapter so, on Changes in Prices. 
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is the combined effect of several causes acting; at once, and the 
effect of no single cause stands out as separate. 

The same sort of analysis can be applied to other eases. Any- 
thing which disturbs dislocated foreign exchanges has its reper- 
cussions on the prices of international goods and on their move- 
ment from country to country. The story is essentially the same 
whether there be investment transactions, interest payments, 
freight accounts or political remittances like those which were ex- 
pected (and for a while were made) after the war of All 

these have their immediate effects and their ultimate effects. The 
ultimate effects are not essentially different from those wliich would 
come about if there were stable foreign exchanges, — the gold 
standard all around. But the immediate effects under the sensitive 
and quick-moving dislexated exchanges are not the same, and the 
processes of transition to the ultimate effects are more devious and 
take time, — often very much time. 

§ 5. There is another class of cases, analogous to those just con- 
sidered. It is that of a change in the monetary standard itself and a 
conseejuent dislocation of foreign exchange. There may be “dc*- 
valuation,” a modern term for a new form of an ancient practice. 
By this the amount of specie (typically gold, in the standard coin 
or unit of value) is lessened, the gold standard being retained at 
what may be described as a lower level. Or the specie standard may 
be given up, for a time or for good, resort being made to incon- 
vertible paper. The effects of these two variants on the foreign 
exchanges and on international trade may be taken up in turn. 

The remarkable experiences of the United States in 
illustrate the case of devaluation. In the first step in a 

series of drastic changes, the United States suddenly broke loose 
from the gold standard. Gold was no longer received for free coin- 
age at the mint, and paper money was no longer exchangeable for 
gold; nay, private persons or corporations were no longer allowed 
to hold gold, still less to use it as money. The standard money be- 
came inconvertible paper. But soon a hybrid developed, and the 
case became one of devaluation. First the Treasury announced that 
it would buy and sell gold at a price (in terms of “dollars*’) an- 
nounced for the time being but subject to change from time to 
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limr. I.atcr, rally in (Fcl)ruaiy) tlic treasury settled on a 

ol $:;r,.n() jK‘1 oiiiKC ol gold; whereas helore H)33 the (or- 
icsj^onding pric e --in efiect a “mint price thcj not scj stated in 
legal terms -had been S2o.(i7. Under the law the President had 
heett empowered to make changes from this long-standing figure 
at his discreticjii, and now put it, until further action, at the new 
lignre. Devaluation, tluj not settled definitely, was put into effec t 
with no indication of further change to come. Ehe period during 
which the process went on was nearly two yeais, — from April, 
i();p> tci lu hruaiy, waveringiy in the first stages but with a 

succession of steps from October 1931 until the final (?) “mint 
pi ic v*“ of I^ebruary, was reac hed. 

Ehe objec t of this series of operations was to bring about a rise 
in j)rices all aiouncl. d he mistaken view on the relation between 
g<*lcl supply and the general price level on which the operations 
rc*stc*cl. and their failure to achieve the expected rise in prices of 
commodities at large, have already been pointed out.^ But there 
was a cjuick efiec t on the foreign exc hanges and on the |)rices of 
imported and ex|)oilc*cl goods, these moving in the direction de- 
siiecl, c‘ven if not to the full extent dc‘siied. d'he government dollar 
pi ic c s for gold clc tei iiiined tiu* pric e in dollars of bills of exc hange 
on c()untric*s whic h still held to the gold standard, suc h as France, 
Swit/erland. Holland. .\n .\merican merc hant who sold goods in 
suc h a country, or anv one having a bank account to his c redit 
theic, could draw a bill in teams of gold and sell it in New ^'c)rk 
.It .1 price coi responding to the government price. Exchange on 
countries which were* not on the gold standard ((heat Britain 
of course the most impoitant) tended to move in the same direc- 
tion. Necessarily the c hanges in these other rates were affected not 
only by the conditions generally prevailing but also by conditions 
|)c*c uli.u to c ac h one. Sterling exchange notably had a course c^f its 
own, bc*ing much regulated by the Ihitish Exchange Eejualization 
.\c count. File intricacies of the happenings were not easy to fol- 
low. but the gener.il trend was clear. Here too there developed 
something in the nature of a bounty on exports and a tax on im- 
ports. Brices of international goods, tied as they are to the rates of 

' Stv ( h.ipict yi, is|)cu.ilU pj). 
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foreign exchange, tended to rise in the United States. Domestic 
prices went their own way, affected little if at all by the devaluating 
operations. Those international commodities for which the export 
market was important as compared with the domestic market, such 
as cotton, were influenced most markedly, while those for which 
the domestic market bulked larger felt it less. As has been already 
remarked, the range of possibilities is wide. In this particular case 
most of all unexpected was a great seasonal disturbance, — a serious 
drouth in the agricultural West, a great crop shortage there, not 
(c)unterbalanced by large crops in the rest of the world, and a 
sharp rise in the price of wheat and of meat products the world 
over. This coincided with tlie monetary operations and made them 
seem of much greater consequence than in fact they were. Hardly 
ever is it possible to make out with accuracy what (juantitative 
effec t is to be ascribed to any one of several economic forces which 
ad together; in this case the crop vicissitudes were clearly ejuite 
the most impc^rtaiit. 

§ (). The vsame teudencies appear when the specie (gold) stand- 
ard is given up entirely. But the complications and uncertainties 
are greater, and they vary according to the way in which incon- 
vertible paper is put out. wSometimes the issue takes place quietly 
and in( ()ns|M( uously, as in the United States during the early stages 
of the Givil War (i8()i-()2) or in France during the early stages of 
the Franco-Prussian war of 1870-71; sometimes at a rapid pace 
and on a huge scale, as in the disastrous Cierman inflation of 1923 
(this, to be sure, an aggravation of a comparatively moderate fiat 
money situation already existing) . When the process begins slowly, 
it may be soon checked, as in the French case, and leave little trace 
behind; or it may quicken and enlarge, as in the more typical ex- 
jieriencc of the United States, and so may have consequences of 
great moment and long duration. What happens to the prices of 
goods aiul to money incomes has been already discussed; here we 
ha\e to consider the effects on the foreign exchanges and thereby 
on international trade. 

71 ic mere fa( t of “going off gold” does not in itself necessarily 
affe( t the rates of foreign exchange. But bankers, speculators, mid- 
dlemen of all kinds are at once affected by new expectations and 
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( .il( Illations; and it is their doings which have immediate and di- 
re< t efiec t on the foreign exchanges. The first step in the suspen- 
sion of gold |)ayments is likely to be regarded as the prelude of 
more to (ome. The bankers and brokers who deal in bills and 
the exporters and importers and other customers of the bankers 
become uneasy. A ])remium on gold appears at once and a higher 
price lor bills on a gold country. If issues of paper increase, and 
are e\|)e( ted to inc lease more, the tendency to rise becomes accen- 
tuated. W hile the idtimate and important effect is on the general 
lange of domestic |)rices and incc^mes, the more immediate effect 
is on the pi ices of thc‘ imj)orted and exported goods, — the inter- 
national commodities. If, as so often happens, the process of cur- 
lem y inflation ;itid of de|)iec iation is prolonged cn-er a period of 
time, there is dining that period a rise in the price of exported 
goods; or. if the domestic price ha|)pens to be held constant, a fall 
in ihc* lorc ign price of those goods; more commonly, the sort of 
intermediate* effec t aheady described. The tendency, and some- 
times ( 111 * m;u ke el and unmistakable tendency, is for the same kind 
ol bountv on c‘\j)orts as has been described in the preceding pages. 

I hat bountv arises, as in the other cases, from the process of 
(Ic piec iation. It c e ases if and whc‘n the process comes to an end and 
st.d)ilitv is rcstoied, ('.om|)lc*te stability of prices of course is never 
achicMcl. anv inoie than it is under the gold standard; but some 
appio.u h to st.d)iliiN is sonu*times reac heel. Foreign c^xchange none 
the less remains dislocated as long as the paper money is incon- 
\eitiblc*. and intematioiial transac tiotis of all kinds continue to 
ha\ c* an unstable* and spec ulative element. 7dierc is always the 
possibility that the i)rc)cess of depreciation will be resumed; and 
during ihc‘ chaotic period of the third decade of the twentieth 
cc iitui v it was sometimes lesumed for the very purpose of restor- 
ing or continuing the bountv effect. I he foreign exchanges be- 
catne highly setisiti\e both to the expected and the unexpected 
flue Illations in the several items that enter into iiuernaticanal pay- 
mctits; they weic* easily influenced by purely speculative opera- 
tions. and not lc*ast \vere influc*ncecl bv dc‘liberatc? government ac'- 
!ion de signed to affect the rate cT exchange, — sometimes to prop it 
or to bring it up. sometimes to push it down. Many who write on 
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this subject have a notion that the mere existenc e of clisloi aied ex 
changes, of whatever sort and however prolo]v;ed, leads in iiself 
to a bounty on exports, and that a country resorting to inconvert- 
ible paper thereby secures //mo facto a “more favorable” balance 
of trade, — a lessening of imports, an increase of exports. And this 
belief, coupled with the persistence of the mercantilist notion that 
a rise in exports is the one thing to be sought in international 
trade, led to sad results during the great depiession after 
Nations were suspected of resorting to “exchange dumping” de- 
liberately for the purpose of getting the better of otlier countries. 
National prejudices and hatreds were fomented. “Counter-devalu- 
ation” was demanded, or “defense” by |)rotec tionist legislation of 
the extremest kind. The monetary confusion led to evils reac hing 
far beyond what had ever before been experienced from that 
source: a great obstruction of substantial international trade and 
a great decline in the physical volume of imports and exports. 

To summarize. A long-standing dislocation of the international 
exchanges does not of itself have disturbing effects on interna- 
tional trade. If monetary conditions settle down; if prices as a 
whole accommodate themselves to a given standard, — then the 
rates of foreign exchange c:ome into accord with the price levels of 
the trading countries and remain at figures wine h represent those 
price levels. 

The substantive trade comes in the end to be carried on in the 
same way as if the trading countries had the gold standard (or any 
common standard) , The general principles applicable to inter- 
national trade remain applicable. What these principles are will 
be taken up shortly; it is enough here to indicate their tenor. Differ- 
ences of comparative advantage operate in the same way: a country 
tends to export the things which are comparatively low in |.rice 
within its borders; that is, those produced under advantageous 
conditions, in general at low real cost. Ghanges in the play of 
international demand, in capital investment transactions, in pay- 
ments for services, have effects which are in substance the same as 
when foreign exchange is a stable and simf)le matter. I he different 
working of the exchange machinery does have effects of its own, 
but these do not alter the essentials. 
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^5 7. riu' effects of dislocated exchanges on the substance of in- 
ternational trade and on domestic indiisliy, then, aic of the short- 
period kind, lint in this rase as in so many others the short period 
is not very short, — indeed, is siiort only in relation to long periods 
which are very long. 'Ihc effeets persist for greater stretches of 
time than used to he thought. Here as elsewhere we have learned 
that underlying lorres work out their effects hut slowly. As re- 
gards the phemmietia which have been considered in tlie present 
Hook, the thing most notable is the imperfection of competition 
within a (ojintry idr (T|uali/ing the leturns between industries of 
t/ie domesth typ(‘ and those of the internationa/ type. To put the 
same thing in another way, the output of goods and service which 
are solely or ( hiedy for domestic (onsumption does not easily or 
cjuic kly (ome in sue h relation to the output of tilings which are 
largely exported that the returns in the two groups are even 
loughly the same. Kven when those returns are for any reason 
made diflerent to a serious extent, it takes a long, long time before 
there are shifts in the application of the productive factors great 
enough to bring about a stable situation. Hence it is that the dis- 
location of loieign c‘\c hanges may have more* lasting effects than 
might be expected. .\ncl hence it is that the relative purchasing 
powcas ol the* c urreiu ies (the purc hasing-parity doctrine) has an 
c lfc'c t like that of a deep undercurrent, obsc ured and imjieded 
and clellected by u|)per movements which alone are easily ob- 
sc*rvc*cl. and which at any given time seem alone to have an effect 
on our well be ing or on the choice of a guiding policy. 
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THE THEORY OF INTERNATIONAL 
TRADE. WHY PARTICULAR GOODS 
ARE EXPORTED OR IMPORTED. 

THE PRINCIPLE OF COMPARA- 
TIVE ADVANTAGE 

§ 1. Some familiar facts: money incomes and prices differ in different coun- 
tries; but prices of goods entering into international trade lend to be 
the same. Money wages not necessarily low in exporting countries. — 
§ 2. A country exports those things in which its lal)or is relatively effec- 
tive — in which it has a comparative advantage. Illustrations from coun- 
tries of high wages and of low wages. — § jj. Differences in advantage may 
rest on climate or other physical cause, or on ac(|uired aptitudes. — 
§ 4. Specially low wages of a particular class of laborers operate in the 
same way as does a comparative advantage in real cost. General low 
wages do not affect international trade or enable universal underselling. 
— § 5. A country may imj>ort things for which its labor is productive, if 
its labor is even more productive for other things. But international 
trade rests largely on absolute differences. — 6. The gain from differ- 
ences in comparative cost is dependent on immobility of labor between 
countries. — § 7. A country may import part of the supply of a given 
comnio<lity, produce a part at home. Difference between extractive and 
manufacturing industries in this regard. 

§ 1. The preceding chapters have considered chiefly the mech- 
anism of international trade. We may proceed now to matters 
more fundamental: the variations in prices and money incomes 
in different countries, the causes which determine what commodi- 
ties a country shall import or export, the real gain from inter- 
national trade. The first topics for consideration will be the mode 
in whit h a country’s exports and impcjrts are determined, and the 
cause and significance of variations in prices and incomes. 

We shall assume, for simplicity, that trade is free. Duties on 
imports have important modifying effect.s, but these can be under- 
stood better if the working of unfettered trade is first examined. 
Further, we shall assume that all the trading countries are on the 
gold standard. The fact that they are not also has modifying effects, 
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}) have been considered in the preceding chapter and do not 
afiec t the fundamentals. 

begin l>y calling to mind some familiar but often neglected 
fads, known to all observers but rightly interpreted by few. 
Among the most familiar is the existence of differences in the value 
of money in different countries; that is, differences in the range 
of prices and of mcjiiey incomes. It will appear later in our in- 
(|uir y that the differences in money incomes are the more impor- 
tant, and that j)! ic es do not always move with money incomes; but 
for the present we may assume that prices and money incomes 
in geneial move toge ther. Money wages and enher money incomes, 
and most pric es also, ai e higher in the United States than in Eng- 
land, highe r in England than in France and (Germany, higher in 
these latter e otinti ies than in Italy and Spain; and lowest in coun- 
tties like* japan, India, (Ihina. 

W hile these elilfe i ene c‘s in money ineomes and in the prices of 
many goods are familiar, it is dear also that some commodities 
eliHer but little* in j)rite* in the various countries. These are the 
e ommoeiit ies which ate* dealt with in international trade and nmvc 
fie'e lv from count ly to country as im[)oris and exports. They are 
the same in price in all the trading countries if we set aside cost 
of transportation. \\'lu*re cost of transportation is considerable, 
their prices mav \arv considerably; hence it can only be said that 
the pi ic e s tend to be* not lar from the same. Some further cjualiii- 
c at ions to the geneial propcKsilion would ha\e to be made if it were 
attc inpted to lit it with c*\ac tness to all the fac ts. Sometimes an un- 
l.imiliar comm<»ditv goes from one country to another, is bought 
\c iv c heap b\ traders in the one and sold very dear in the other: 
then* is then a markcil ciilference in price. This is likely to happen 
where inclustiial cle\ elo|mients or rapid improvements in com- 
munications cause new opportunities for trade to arise. But in 
time* mcrc.iutile c omjietit ion lends to wipe out these differences, 
lieu* .IS in othci directions the pioneers make mc:)ney; unusual 
prcdits aie picsenilv cut awav: in the end only such differences 
ill piiicN pc i sist as are accounted tor bv cost of transportation and 
the* ordin.uN business returns, (ioods which are the subjects of a 
constant and considerable foreign trade are sold at about the same 
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prices in all the tradiu<> countries. Wheat sells at approximately 
the same price in tlie Ihiited Slates and Eni>land, tea in the Ihiited 
States and Ceylon, collee in the United Stales and Bra/il, wool in 
Australia on the one hand, in England, France, (iermany on the 
other. Nearly the same prices, be it noted, in order that a com- 
modity shall move from one country to another, it must always 
be somewhat cheaper in the exporting* country — cheaper at least 
by cost of transportation. 

Money wages, however, are not necessarily lower in the expen t- 
ing country. Thus they are higher in the United States than in 
England; yet the United States ex|)orts wheat to England. Fhey 
are higher in England tlian in China; yet England sends all sorts 
of manufactured goods to China. Fhey arc higher in Australia 
than in Germany, yet Australia sends wool to Ciermany. A com- 
mon notion in regard to international trade is that a country 
where wages are low is j)eculiarly likely to have large exports, and 
that one with high wages has difliculty in sending out its exi)orts. 
Yet a moment’s consideration of familiar facts such as have just 
been adduced shows that this cannot be the case. And the preced- 
ing chapters have shown that the exports of a country balance in 
money value its imports (barring those differences one way or the 
other which are explained by payments other than for merchan- 
dise) . The countries with high money wages have no less exports 
than those with low money wages. In the trade between the two 
sets of countries neither can export more tlian the other; the pay- 
ments between them balance. 

§ 2. These preliminary matters point to the first important 
]>roposition with regard to international trade. A country ex- 
ports the things which are low in price in its borders, and these are 
tilings in which its labor is applied effectively. Ihit in words rtiore 
often used in the literature of economics, a country tends to ex- 
port those things in which it has a comparative advantage. And 
conversely, a country tends to import those things which, if pro- 
duced within its borders, would be high in price — those in which 
its labor would be applied with less effect, those in which it has a 
comparative disadvantage. 

For example, wheat is exported steadily in large quantities from 
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the IJniird SUitesJ I hc money incomes of the farmers and their 
hired ia holers who produce it are relatively higli. If the price of 
wheat is low in the (Jnited States, it must be because the labor of 
tJiose who prodiKc it is effective, l luit is, the labor is applied to 
advantage. 'Mie common notion that high wages and high prices 
necessarily go together is cjuite unfounded; high wages are found 
with low prices if the prcjductiveness of labor is great. Money 
wages are heie releired tej; as regards real wages, it will appear 
more lully as we go on that a high rate is the result of a wide- 
spread ellec tiveness or produc tiveness. Looking at money wages 
alone and c onsidcM ing tliein in relation to international trade, a 
high rate, it accompanied by great elfectiveness, is ncj obstacle to 
low price's ol a particular product and to its exportation. If, on 
the other hand, there be high nmney wages without any special 
c llc-c tive ness, then there will be high prices. "Lhe employer who 
must pay high money wages and whose laborers do not produce 
abundantly must sell his produc t at a high pric e in carder to meet 
his e xpenses. In a country of high money wages the producers can 
continue* to c*\|)ort in those branches of industry only in which 
the* c'llcc tiveness ot labor is great. The producers in those branches 
where the ellc'c tiveness is smaller will line! more and more difli- 
cidty in meeting l()rc*ign competition, and may be driven out of 
business by competing foreign imports. 

Again; C:hina exports tea and raw silk; Rritish India exports 
jute: Iha/il, colhc*. d hese are countries in which money wages 
arc* low. but the v are also countries in whic h labor in general is 
inellcc live. I hev im|)ort large ejuantities of manufactured goods 
which au* |)ioduced more cheaply by effective and highly paid 
kdioi in the* m.mut.ic till ing countries. I hey export those things 
in wide h theii labor is perhaps ineffec tive, but is less ineffective 
thiin it v\c)uld be* in making textiles, hardvs’are, and other manu- 
factures. I hev ex|)ort those things in the making of which they 

' I wsc wluMi ti)i illuMi.ition. [ho ihc cxpoics may cease in the course of time. 

I he teiuleiuN to iletime in tluNc oiue heavy exporis is commonly ascribed to the 
tact that we "neetl” the ilomeMie prinluct for our rapidlv increasing population. 
ihiN IN tine. aN l.n as it g(MN. Hut the reason why the product fails to keep its 
former lelation to population aiul * need ’ is the increasing cost (marginal cost) of 
whe.it. I hat iiu lease in cost means lessening effectiveness and lessening comparative 
advani.ige: heiue lessening exports. 
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have a comparative advantage; that is, thojc for whicli, in their 
own borders, labor is most effective. 

Thus we reach, alike for countries with high money incomes 
and with low money incomes, the same conclusion: those things 
are comparatively cheap, and those things an likely to figure in 
the exports, in which the country’s labor is the more effective. 
This is the principle of comparative cost or comparative advan- 
tage which bulks so large in the literature on international trade; 
often misunderstood and its meaning and implications often 
neglected even tho it be at the outset understood and accepted. 
It is the theme to be developed with some elal)oration in the rest 
of this chapter. 

§ 3. It matters not, for the purpose in hand, what are the 
causes of the special effectiveness of labor tvhich constitutes a 
country’s advantage. It may arise from climatic superiority or 
other natural fitness, or from skill and ajjtitude accjuired by man; 
or it may arise from a combination of these. The advantage of 
the United States in wheat, and its exports of wheat, rests (or 
rested) partly on the possession of vast tracts of new and fertile 
land; but it was much promoted also by the intelligence of its 
farmers and their large use of agricultural inac:hinery, and by 
( heap rail transportation from the western wheat fields to the sea- 
ports. All sorts of causes here concur; not only the obviously 
natural ones, but those connected with land tenure and land own- 
ership, with universal education and universal ambition, with the 
influence on freight rates of unfettered enterprise in the con- 
struction and management of railways. However complex the 
causes, their outcome is clear: the labor of producing and ship- 
ping American wheat is effective. The same complexity of causes 
lies back of our exports of petroleum and of copper — not merely 
great natural resources, but also great enterprise and skill in 
developing them. In some of our exporting industries, enterprise 
and skill alone, without unusual resources, suffice to explain effec- 
tiveness and cheapness; as in agricultural implements, sewing 
machines, automobiles, builders’ hardware, electrical eejuipment. 
England’s large exports of manufactures also illustrate the same 
combination of high money wages, effectiveness of labor, com- 
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|);irativc advantage. The exports rest partly on her deposits of coal 
and ituij ore — the natural foundations of manufactures partly 
per/iajjs r)n a favoring climate, very largely on the vigor, enterprise 
and skill hied hy free industry and free political institutions. 
(China’s advantage (or less disadvantage) in tea and raw silk is 
the result partly of ( Jimate, partly of skill and experience trans- 
mitted from generations to generations of patient workers. That 
this latter ( aiise of advantage may he jnecarioiis is shown by the ex- 
tent to whi( h, in recent times, some rival countries have deprived 
(ihina of her former position as almost the sole exporter of these 
ai ti( les. Cleylon has developed large exports of tea, Japan of raw 
silk, hy systematic attention to the best ways of making labor 
effec tive in piodiuing these things. 

(iheapness in price being the proximate element in deter- 
mining ex|)orts, any cause or set of causes which makes a com- 
modity c heap ac ts as an advantage and so pre^motes exports. True, 
the prevalenc e of a low general rate of wages neither j)romotes nor 
c Ikc ks exports. Hut if one partic ular kind c^r grade of labor can 
b(‘ had at c.vc cp//cnn///v low rates of pay, the commodity m«ade by 
it is likc'lv to be exported. I ho the labor be not of high effective- 
ness. the exceptional low wages constitute low expenses of pro- 
duction, low cost from the business man’s point of view; and they 
conduce to low piic es of the things made and are ecjuivalent to a 
comparati\c‘ achantage in rc*al costs. 

Interesting cpiestions upon this aspect of the problem are pre- 
sented 1)\ the* c-xports of cotton from the United States. Climate, 
in its elfects on the cpiality of the fiber, may go far to explain 
these* exports. Sen ial conditions also have been supposed to be an 
impoiiani lac ioi. Hefore the ('.ivil War, slavery was thought by 
manv to c'xplain (he* cotton trade of the South; it gave the ad- 
linage of \erv c heaj) labor. Hut tiu* great growth of tlie expeuts 
since* that war (when once the first years of turbulent transition 
had |>assc*ch shows that slavery in itself was not the one controlling 
cause. It remains true*, howc-ver. that cotton continues to be grown 
maiidv b\ negro labor, and that this is cheaper than most Ameri 
can labor. I'he maintenance of the exports may thus be ascribed 
in part to the persistence of soc ial conditions derived from slavery. 



COMPARATIVE AD\ AN PAGE 487 

On the other hand, this very negro labor, rhrap tho it seems 
according to American standards, commands ‘ugiier money wages 
than are current in Egypt, India, and other coiinti ies irom which a 
competing supply of cotton comes to the world’s markets. The 
labor must be at least to some degree etlec tire. Eurtlier, much 
American cotton is grown (in 'Eexas, for example) by white labor 
which earns the normally high American rales. Here the main 
explanation of the exports must be found in the ellet liveness of 
the labor — climatic causes being no doubt im|)ortant in contribut- 
ing to that effectiveness. 

Clearer illustration of the influence of si)e( tally low wages can 
be found elsewhere. In Saxony and Uavai ia there are disirit ts 
where a congested population was and a|)|)arently still is willing 
to work long hours for low wages. I'oys and some sorts of textiles 
and knit goods are turned out at very low jjrices and aie expoited 
in considerable cpiantities. In England, again, wliile most t*xiK)rts 
rest on effectiveness with high wages, there are so-called “parasitic 
industries (lace making and chain making are examples) in wIik h 
wages are especially low and in which prices are low in conse- 
cjuence. From the social point of view, these are not welcome ele- 
ments in a country’s trade, whether domestic or foreign. Hut so fai 
as the currents of international trade are ( onceriied, specially low 
wages and specially productive labor operate in the same direction 
— both promote the exports of the commodities tiffct led. 

In these cases of low wages, the effect on international trade 
depends, to repeat, on their being limited cases. If all wages in a 
country are low, no one commodity will be cheaper than any 
other, and no effect on exports or imports will ensue. On this 
subject there is a sort of terror among many persons in countries 
of high wages like the United States and England — a fear of uni- 
versal underselling and wholesale collapse because wages are lowci 
in some countries from which exports come. I he relation between 
international trade and general low wages is so commonly mis- 
understood as to deserve more than cursory consideration. The 
essentials are most easily brought out, here as elsewhere, by analyz- 
ing the simplest situation, trade between two countries having the 
same monetary standard. 
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Suppose two (ounlries — say the United States and Japan — sud- 
denly to open (onimeK iai relations, there liaving been previously 
no trade* between them. Suppose money wa.^es to be lower in all 
o((Upations in japan, and all j^oods to be cheaper there. Money 
then has a hij^^her value in that country than in the United States; 
trarle in mere handise moves one way only, j^oods being sent to 
the United States; sj)e( ie alone flows to [ajxut. Prices and wages 
will then rise in japan, and will fall in the United States. As this 
ttansition goes on the flow' of sj>ecie to the country of falling 
prices will giadiially diminish, and will linally cease when equi- 
libiiiim has been eslablishc cl. Hut that ec juilibrimn will not neces- 
saiily be leac hed at a stage* ol ecpial wages in both countries; Still 
lc*ss at a stage of ecpial |)iic c*s in both, and consecpient c essation of 
all tiacle between them. As prices in general move up in Japan, 
in response to the inflcjw of spc*c ie. it will appear that the prices of 
c certain commodities do not move up to the* Americ an prices of the 
same commodities. I hese are the commodities in which Japanese 
labor is etlccti\c*. or (possibly) in which some sets of Japanese 
laborers get unusu.illy low wage's. Sue h commoclii ies will continue 
to be e’xporte ci from Jap.m e*\ en .ifte'i wages and prie es in general 
ha\e risen. Uon\ e-i se lv, in the United Stales wages and pi ices will 
fall, but as they fall, some things will prove to fall in price below 
the new Japanese* le vel. rhe*se are the things in which American 
labor has an aebantage or (|)c)ssiblv') in whic h it must submit to 
spe*e ially low wage's. Stic h things will be gin to be ex|)orted to Japan 
as |)riees there rise, .incl ilu v will eontinue to be steadily exported. 
I’he upshot is that there ean harellv be sue h a thing as continued 
underselling in all goods, d'hc'ie will almost certainly be some 
ap|)rc)ach toward ecpi.ili/at ion, perhaps complete eepiali/ation, of 
the value of money in the two countries: and thereafter a main- 
tenance of impoits and exports, each eonntrv e.xporting those 
things ill wide h it has an advantage and importing those in which 
it has a clisad\antage. 

No such simple ease has ever appeared. Economic events do 
not proceed as if in a laboraiorv where experiments are neatly 
arranged. The adjnstmeni of ielaii\e wages and prices in different 
countries has taken place by a gradual and almost insensible 
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process. Possibly something like an abrupt change did take place 
in Japan in the last decades of the nineteenth < rntury, when that 
country, previously sealed to foreigners, was opened to trade with 
them and entered on her amazing political and industrial trans- 
formation. In most cases, the main lines of adjusMnent were settled 
long ago. And this general adjustment, it should be noted, has by 
no means been such as to bring about an ecjualization of money 
incomes or of general prices; it has not brought about a uniform 
value of money the world over. In the supposed trade between the 
United States and Japan, equilibrium and settled exchange would 
doubtless be reached — the industrial characteristics of the two 
countries being as they now are — while money incomes and most 
prices were still higher in tlie United States. So it is in the world 
at large; differences in money wages and in the prices of domestic 
goods persist between country and country. What are the causes 
of these variations we have yet to consider. It is certain that they do 
not lead to universal underselling or to a continued trade in which 
goods move one way only, 

§ 5. It follows from the principle of comparative advantage 
that a country may fail to produce things which at lirst sight one 
would expect it to produce with benefit. It may import things in 
which its labor is more effective than is labor in the country 
whence they come. Not all international trade rests on this pre- 
( ise relation; but under it the characteristics of international trade 
appear most markedly. 

If a country, tho under no disadvantage in producing a (om- 
modity, has herein a less advantage than in others, that commodity 
will be imported. Labor in the United States is no less productive 
in growing hemp than labor in Russia; it is probably more so; 
none the less, hemp is imported from that country. Labor in the 
United States is no less effective in producing flax fiber than 
labor in Belgium, or in making linens tlian labor in Germany 
or Ireland; but flax and linen are still imported, and this in 
face of a considerable duty. C'.oarse wool, such as is used in mak- 
ing carpets, could be grown here with as little labor as in C^hina, 
Asia Minor, Russia and sundry other backward countries, from 
which none the less it is steadily imported. The everyday ex- 
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pLiiiiition of .'ill thc*s<* phcnonien.'i is that labor is too dear in the 
United States. The explanation is true enough, as far as it goes — 
but why is the labor clear? Our high rate of wages does not lead 
to the inij)ortation of all goods whatever, or prevent the exporta- 
tion of those in u hii h the productivity of labor is large. High gen- 
eral wages are the results of high general productivity. Once 
established and ( in rent, they ((institute ;i difficulty for other pos- 
sible indtistries in whi( h jirodiu tivity is not high. The real expla- 
nation of the ( ontinned importation of things in which labor is at 
no disadvantage is that they (aniiot meet the pate set by those in 
whi( h the labor of the < ountt y is tnorr productively applied. 

Obviousiv. it is to the interest of a (oiintry to ttirn its labor into 
the mosi ad\ aniageous c liaiinels; not merely to those industries in 
whi( h it is undei no disadvantage or has only a slight advantage 
but to those in whi< h it has the greatest advantage. Similarly an 
individual linds it to his advantage to deviate himself to that 
oK Upaiion in whic h he is most proficient. The bricklayer does 
not lairy his own bric ks, c‘ven tho he could carry as many as the 
hod< airier, perhaps more. lie can lay the bric:ks better than the 
hochairier and gains by (oidining himself to that. An able busi- 
ness man delegates to clerks ;ind subordinates much routine 
woik, even work involving some rc'sponsibility and judgment, 
which he* could do better himself; he confines himself to tlie still 
more dillu ult tasks of management in whic h hc‘ has |)eculiar e\- 
( t‘l leiu e. 

Bv no means all trade between countries, or .ill division of labor 
betAveen individicils. is explicable in just this wav. Often there is 
.m .ibsolute .idvantage on both sides. The brie klaver mav be skill- 
ful without being phvsic allv strong: the hodc ai rier may be afile 
to ( .11 rv moi c' bric ks, l .ic h c .in do his own work better than the 
other. The cap.ible busiiu'ss man mav not be able to do clerical 
work .IS we ll .is his bookke'eper. .V eert.iin iiuji.itience and abru[)t- 
ness oi te inpe r. c h.ii ae te l ist ic of commanding personalities, mav 
unlit him loi monotonous ollie e work. Similarlv. a country mav be 
at .in absolute disadv .uu.ige in one induslrv .uul mav have an ab- 
solute .idv.int.ige‘ in .mother. Such is the relative situation of tem- 
pei.ite and of tropical cotmtries as regards the articles they com- 
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inonly exchange with eacli other. Brazil prodiicx*? coffee with ab- 
solutely less labor than the United States could. Iiiviia jute, and so 
on; while the United States produces wheat and makes it into 
wheat flour, spins and weaves cotton cloth, with less labor than 
they can. 

§ 6. We must distinguish between the gain from international 
trade and in its probable extent, according as it rests on differences 
merely in comparative advantage, or on absolute differences of the 
sort last described. In the second case, where each country has a 
clear superiority, excliange between them will be to mutual ad- 
vantage under any circumstances. Tho they may not share equally 
in the gain (of this more will be said in the next chapter) , it will 
be to their interest to carry on the trade. But where tlierc is a 
comparative advantage only, the existence of the trade, and the 
gain from it, rest on the fact that labor does not move freely from 
country to country. Suppose, for example, that labor in the United 
States is more productive all around than labor in Italy; it will be 
none the less to the advantage of Americans to import from Italy 
those things in which, tho they have an advantage, the advantage 
is less. But it might also be to the interest of the people of Italy to 
move en masse to the United States. Only because the Italians 
prefer to remain in their own country will that trade be carried on 
which does not rest on absolute advantage. 

The indefinite continuance of trade explicable only from com- 
parative advantage rests on immobility of labor between coun- 
tries — on the tics of language, nationality, religion, on the ob- 
stacles from ignorance and poverty, which hold pcoj)le to the land 
of their birth, (ireat as is the emigration of modern times, it has 
not sufliced to put an end to this prevailing immobility. In the 
example just given, if all the Italians were to move to the United 
States, they would be better off than before. So long as they remain 
at home, they provide the Americans with goods more cheaply 
than these could be made in tiie United States. Once in the United 
States, they would indeed produce the commodities with less labor 
than before; but that labor would have to be paid for at the higher 
American rate, and the commodities would be less cheap. The 
Americans (let us say, in courtesy, the other Americans) would 
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he less well (iff. It is ( oneeivable, to be sure, that when the Italians 
l^ot to the Ihiitecl vStates, they would not receive the full American 
rate of wa^es. I hey might continue to work for the Americans, as 
they had done in Italy, at a low rate of wages. And it is true that 
our newly arrived immigrants, in fact, are in a group by them- 
selves. Ihu their pay shows at least some approach to the Ameri- 
<an rate, d'ho they work for wages not up to the level normal in 
ihi‘ United States, they do not work for us as cheaply as do their 
( f)uiui yinen who remain at home. It happens, also, that often they 
do not work at the iflenti<al things which are imported (or under 
Iree trade would be imported) from the old ccjuntries. These 
ihin<;s it (ontiruK's to be to our advantage* to proc ure by the way 
ol lorc igrr trade, tho our lai)or may be more effective in making 
them than is the foreign lal)or. In an ideal — we might say 
nio|)ian distribution of the world’s prodirctive force's, the divi* 
siorr ol labor arrd trade which rests solely orr comparative differ- 
ences in costs would not exist. Hut as men and nations are, no 
small |)art is plavccl by the great historical girlfs between nations 
and races aircl by the resultirrg irrrrnobrlity of labor.^ 

^ 7. f rom the preceding exposition, it might be inferred that a 
country produces withirr its own borders no articles which it im- 
ports. arrd th.rt, c c)rr\ er sely, whatever articles it exports arc sirp- 
j>lic (l n\ tofo to the other courrtry or countries. But this does not 
necessar ily follow. More espec ially it docs not follow' with regard 
to the- corrsiclerable rarrge* ol conrrrrodities which are produced 
rrnder the* c onciitiorrs ol varying costs or diminishing returns. 

l ake the* case* of whc’at. whic h the Ibrited States and Ckanada cx- 
j)ort to I rrgl.ind arrd (»errrrarrv. Sorrre wheat can be grown to ad- 
vani.rgc* in the se conntric's -a great deal in (iermany, less in humid 
I rrgl.rncL They are at a disadyantage only when they force the 
nrargin of cirltivation and raise wheat on the land less adapted 
lor it. Orr the better sources of supply, the domestic producers 
can hold the ir owrr. c‘\en tho itrtports come irr. Ilerrce the national 
suppb comes partly by irrrportatiori. partly by domestic pioduc- 
tiorr. l ire same is the* case in the Ibrited States with wool. Some 

I Ins inpit nunuMs iisrlf uitli ilic sul.jrci of dirfcienccs of wages and 

non ioinprtiiv4 groups. .»ml with some things fmulamcntal in the theory of value 
uhich lia\e not vet hecn toiulied: see below. Chapters r,2 and 53. in Vol. II. 
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parts ot the country have clear advantages lor ^^(K)l growing and 
are adapted for little else — such as the senii-arid plains of New 
Mexico and Arizona. Elsewhere the climate is not so favorable, or 
(what is more important) the land can more advaiuageously be 
put to other uses. Corn and wheat pay better; there is merelv 
a comparative disadvantage in wool growing. The total supply 
of wool which the country wants at curreni prices cannot be pro 
duced in those regions which are advantageous enough; hence 
part is imported. This sort of importation — wool into the United 
States, wheat into Germany — takes place notwithstanding dutic*s 
of ccmsiderable weight on these products in the two countries. 
As the better scjurces cjf supply in each country have been fully 
utilized, it has beccjine more costly to procure additional wheat 
and wool; hence, as the poorer sources are resorted to, the price 
rises until imports come in over the duty. Most of the supjdy in 
each country comes from domestic prcxluction; but there is a 
steady importation. 

With manufactured goods the case is somewhat dilferent, since 
there are not commonly tlie same limitations set by nature to the 
increase oi supply at constant cost. It is true that some division 
of the field is likely to take place here also. Not infreciuently per- 
manent causes of variation of cost exist between different estab- 
lishments, — in the iron manufacture, for examj^le, as regards sujj- 
plies of ore and coal. And even when there are ncjt such deeply 
rc:)oted causes of variation, forces of a similar sort are in c^peration 
for considerable peric^ds. The principle of constant returns, tho 
it works out its results for most manufactures in the Ic^ng run, is 
subject to great modification in times of raj^id change, such as the; 
m(3dern world has seen in so many cases. At any one time, some 
establishments in a given industry, say the wcjolen manufacture, 
may have such advantages as will enable them to hold their own 
against foreign competition, and others may not. Part of the sup 
ply, but not all of it, will be got by importation. 

Nevertheless, division of the field between foreign and domestic: 
manufacturers is less common and less likely to persist than such 
division between foreign and domestic producers in extractive in- 
dustries. True, it happens occasionally that there is a very even 
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h.tlniKc between tlie two, and tliat minor factors, such as estab- 
lislied name and rejjute, (jr skill in satislying the tastes and whims 
of ((msumeis, will determine that some among each set of pro- 
diuers will hold their own in the market. More often, when part 
of the supply of a manufactured article, and part only, is recorded 
as ( oming from abroad, it will be found that the imported article, 
iho it has the same name as the domestic, is of siu h a different 
(piality as to be virtually a different thing. French woolens are im- 
poited into Kngland; but they are different goods from those 
whi( h (he Fnglish make and export. The same explanation of an 
appal c*ntly anomalous phenomenon (simultaneous import and ex- 
port of the same artic le) applies to some raw materials. Tho tlie 
United States is a great exporter of cotton, she imports cottem 
also; but it is not the same as is exported. What comes in is Egyp- 
tian cotton, of longc*! liber than the ordinary domestic, used for 
certain kuit gocjcls and other fabrics. 
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THE THEORY OE INTERNATIONAL TRADE 
{Continued). WHEREIN THE GAIN CONSISTS 

^ 1. Difference between trade within a country and international trade. Vary- 
ing rates of wages in different countries show varying gain from the ex- 
changes between them. — § 2. An illustrative case, England and Italy. De- 
mand and utility determine relative wages and prices. Slow and obscured 
operation of this cause, thru the influence of the money supply on in- 
comes and prices. — §3. Effects of changes in international demand; of 
new articles of export; of payments other than for merchandise. — § 4. 
Difficulty of following these causes in detail, illustrated by the case of 
the United States since 1873. — §5. Money incomes, not j)rices, important 
in determining the gain from international trade. — § 6. Two causes act 
on the gain: the play of international demand and the effectiveness of 
labor in producing exported goods. The last cause settles the general 
rate of money wages. — § 7. High money wages and other incomes do not 
necessarily bring high domestic prices. Illustration from the United States. 

§ 1 . In the preceding chapter the general nature of the gain 
from international trade, and the causes that determine which 
among a country’s commodities will be exported, have been con- 
sidered. It remains to examine more carefully the nature of the 
gain and the manner in which it is shared by the trading countries. 

Eor this jdiase of the (juestion, it will be best to turn first to 
the case where each country has an absolute advantage in the com- 
modities it expcjrts. Such is the nature of most trade between tropi- 
cal and temperate countries. Such also is the nature of most trade 
between different parts of the same country. 

Within any one country this sort of geographical division of 
labor does not commonly give rise to any peculiar problems. Ex- 
change takes place between the various sections, but as a rule on 
ecpial terms. Within a country, there are no very great variations 
in wages and inccjmes — for persons of the same capacity and skill 
— between different districts. Yorkshire is a great woolen manu- 
facturing region, Lancashire is a great cotton goods district; they 
exchange products; but wages are substantially the same in the 
two, and they share equally in the advantages of the exchange. 

495 
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Pcnnsylvanin producxs iron and coal, the Mississippi Valley wlicat 
and (orn, C)rcgc)n lumber, California fruit, the South cotton, Nc\\ 
Kngland suiulry manufactures. Tho there is no complete equaliza- 
tion of iiK omes between different parts of the United States, wc 
find homo^eiunty in the country’s general industrial conditions. 
Labor flows with much freedom from one part to the other (un- 
less, indeed, it be kept from parts of the South by the race coni- 
pli< aiion) , and there is a generally high level of money wages. 
Not only is the geographical division of labor determined in the 
main by ob\'i<)Us advantages in production, but the people of all 
parts share to about the same degree in the general cheapnc.ss and 
abundaiK e w!ii( h it promotes. 

hut between tiopital and temperate (ountries, and between 
(ountries ( ivili/ed and those half ( ivili/ed. there is no approach 
to c(|nali/at ion of ituomes. India, Cihina, japan, South America 
have very dilleient rates of wages from the United States and 
Kin()])e. And there are also differences between the United States 
and Iviiropean count ties, and between the various European 
(ountries. Money incomes being difletent, the gain from interna- 
tional tiade is une(|ually dixided. d'he commodities exchanged — 
the international commodities — sell at the same price (barring 
cost ol tians|)Oi tation) in the several Hading coiintries. 7'he Eng- 
lish. lot example, buy woolen goods and cotton goods and coal, 
.IS well .IS h nits .md wines, as c heaply as the Italians, Ihit the Eng- 
lish have higher monev incomc*s with wide h to })mc hase both sets 
ol commodities, and hence benefit more from the trade between 
the two countries than the Italians do. How explain these dif- 
Ic'i cau c’s? 

^ •.!. Su|)|)ose an extreme and simple c .ise, tvpificxl by England 
with exports ol coal. It.ilv with exports of lemons; these being ex-* 
ports wide h result from obvious advantages in pi ocluction possesscal 
bv the two countries. I lie cpiantitv of coal which England will 
send to ltal\ de|)encls i)n the conditions of dem.md in that countrv. 
In It.dv the coal will sell at the English price, jdus cost of trans- 
poil.ition, and at this price a certain amount of ccxil can be dis- 
posed ol tluae. In England, on the cither hand, lemons will sell 
.It the Ii.di.m price plus cost of transportation, and at this price a 
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certain quantity c^f lemons can be disposed of in Em.iand. If this 
exchange has been steadily maintained during a long period, it is 
probable that the two amounts will just balance — the coal exports 
from England will just ecjual in money value the lemon imports 
into England. But if we suppose the two countries to be: suddenly 
brought to trade with each other, no previous process of adjust- 
ment having taken place, this woidd be highly improbable. One 
or the other sum is likely to be the greater. Suppose the lemons 
exceed. Then Italy will export to England more (in money 
value) than she imports. Specie will flow to Italy. Pric es will rise 
there, and money incomes will rise with them. Prices and money 
incomes, on the other hand, will fall in England. As this process 
takes place, the export of lemons from Italy will be checked; for 
lemons rise in price there with other things, while the English 
consumers who buy them have lessened money incomes. But ex- 
ports of coal from England will be stimidated. Prices are falling 
in that country, and the price of coal falls with other things; hence 
coal can be sent to Italy at a lower price. Its consumption in Italy 
is stimulated, not only by its lower price, but by the fact that 
money incomes in Italy are rising. E!.ventually a stage is reached 
at which the coal just pays for the lemons. The imj)orts etpial 
the exports in money value, specie no longer flows, ecpiilibrium is 
established. 

just at what point this stage is reached evidently depends on 
the nature of the demand for the two articles in the trading coun- 
tries. If the demand for both is elastic, eejuilibrium will be quickly 
reached. If the higher price of lemons quickly checks the English 
consumption, and if the lower price of coal (juickly stimulates 
the Italian consumption, the money values of the two articles 
will soon become equal. But if the people of Eaigland have a 
strong demand — that is, an inelastic demand — for lemons, and 
continue to use very nearly the same quantity of them, even tlu} 
their price rises somewhat; and if, on the other hand, the people 
of Italy have an inelastic demand for coal, and do not increase 
their use of it, even tho its price becomes lower — then a long 
process of changing prices and changing incomes will ensue. The 
country whose demand is great for the products of the other coun- 
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li y will have ( oinparativcly low jnices and low money incomes; 

I he ((;nniiy wliose exports ai e in insistent demand in the othei 
(oii/itiy will have ( (nnj>aratively hii^h money wages and money 
iiK oines. 

rhe (ase siipposed (imaginary in that it assumes these two ar- 
ti( les to he the only ones ex( hanged between England and Italy) 
points to the underlying principle. That country gains most 
irom international trade whose exports are most in demand, and 
whi( !i itseir has little demaiul lor the things which it imports — 
that is. lor the exj)orts of other countries. That country gains 
hast which has the most insistent demand for the prochicts of 
oth(‘r (ountiic's. In tlie semi-technical terms which we have used 
e lsewhere, we may say that the extent to which a country shares 
in the gain from international trade dej)ends on the marginal 
utility of imported goods to its peo|)le and the marginal utility of 
its c’Xported goods to foreigners. 

1 his c ause operates thru the mechanism for the distribtition of 
the world’s stocks of specie and the eciuali/.ation of international 
pavmeiits. It need not again be said how slowly this mechanism 
moves, how dillic tilt it is to follow its ope ration in the confused 
( in rents of intet national trade. I he im|)orts and exports of the 
various nations have long accommodated themselves tc^ a scheme 
(if that word can be applied to something which has grown up 
without |)lan or intent) of dilferenc es in the value of money in the. 
v.ii ious coimti ies. I ho c hange's in the sc hc nie take plac e, they 
tome by slow and half-conc c*alecl movements. Many economists 
of modern times, inteait only on those phenomena which are un- 
mistakable and susceptible of exact observation, ignore the less 
conspic uous undei lying fore e's, and are skeptical concerning the 
validity of line spun theoi ie*s about them, ^’et the broad phenom- 
(‘iKi are explic able only by reasoning of this kind. As was pointed 
out at the verv beginning of the discussion of international trade, 
it is obv ious that great clilferences in money incomes exist between 
the various countries, and that they persist thru very long periods. 
It is obvious, too. th.it these differences !)ring inequalities in the 
gains from foreign trade. The flow of spec ie, again, is governed 
by the prices and the consumptiem of the articles that enter into 
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foreign trade. Notwithstanding that flow, the value of money is 
not brought to the same level the world over; and n< twithstanding 
the variations in the money incomes and prices, substantial equi- 
librium in payments between the countries is still reached. All 
these phenomena are brought into orderly conncctio i by the theory 
of reciprocal demand. 

§ 3. Suppose now another case, nearer to reality. Suppose that, 
between countries whose trade has previously come to ecjuilibriuin, 
a change in demand sets in; that England, for example, having 
imported from the United States as much as her exports paid for, 
now demands more of American goods. Stated in more specilic 
terms, the supposition is that English consumers buy at the ruling 
prices more of the American goods — cotton, wheat, copper, or 
what not — than they bought before. Specie then must flow from 
England to the United States; or, what amounts in effect to the 
same thing, new specie from tlie mines which would otherwise 
have gone to England must be diverted to the United States. If 
this movement takes place on a considerable scale and for a con- 
siderable time, it must affect prices. The same train of conse- 
quences will ensue as in the supposed trade between England and 
Italy. Prices and money incomes will rise in the United States, and 
will fall in England. Eventually these shifts will again bring 
equilibrium. The higher American prices will gradually check 
the increase of exports from the United States, the lower English 
prices will stimulate an increase of exports from England. Money 
incomes will reach a somewhat higfier level in the United States, 
a somewhat lower level in Eaigland. As consumers of English 
goods, the Americans will gain; as consumers of American goods, 
the English will lose. Thus the increase in English demand for 
American goods will cause the English to gain less from the trade 
between the countries, the Americans to gain more. 

Again, the appearance of a new article of export in a country’s 
foreign trade operates in the same way. Kerosene oil became an 
important article of export from the United Statc^s after the Cavil 
War — a clear addition to the things which foieign consumers 
bought. This had to be paid for. If trade before was at equilibrium, 
and if no other disturbing factor entered, specie must have be’en 
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(livened to the United States, as in the case previously supposed. 
Idle same consequences must have iollowed until, by a gradual 
stimulus to foreign imports into the United States and by a 
gradual check to exports (other than the new article) from the 
United States, equilibrium was reestablished, with a new scale of 
nujney wages and domestic prices in the two countries. The for- 
eign countries indeed gained l)y having the new article which they 
did not Jiave before. But they lost by having to pay somewhat 
higher prices for other American articles, and by having somewhat 
lower money incomes with wfiich to pay for them. 

An obligation to make other payments than those for mer- 
chandise has ( on esjjonding effects. If a country has remittances 
to make to other count rie.s — whether for travelers’ expenses, in- 
lc‘rc‘sl on ac c umulated debt, freight c harges, or like debit items 
-it is likely to be in a worse position as regards the gain from 
its trade* with the othc‘r countiies. I'he remittances must be 
made in inoiu'y, or in money’s worth. Fhey must be made in tlie 
first instance* — international [)ayments having previously bal- 
anced — by an outflow of spc*cie. That outflow of s])ecie lowers 
prices; it stimulates exports and checks imports. In the end the 
payments are efiec ted by an excess of mere handise ex[x>rts. But 
the process which biings these added exjxnts brings als(3 lower 
|n ic es and lower money incomes in the remitting country, and so 
Icsseiu’d advantage from international trade. The need of forcing- 
more ex|)orts on the foreign consumers causes the foreigners to 
gc‘t the exports on bettei terms, and causes domestic consumers to 
gel the foreign imports on worse terms. 

It is extremely clillic tilt to follow these forces in any con- 
crete case: lor it is rare that any one fac tor operates alone, even 
i.ne that several lac tors coml)ine to operate in the same direction. 
Nowhere is this clillic ultv lu'tter illustrated than in the experience 
ol the United States during the last cpiarter of the nineteenth 
c c inurx. I he |)lav of international demand works out its rc*sults 
oN c r long periods — it is onlv thus that the flow of spec ie affec is 
prices. Wui during the period mentioned, a multitude of con- 
flicting forces have been at work. .After 1873 the foreign trade of 
tife United States in one respect clearly took a new turn: the 
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iiicrchaiidise exports, which previously were less tlun* die imports, 
came to exceed the imports/ Ihe change is expl. lined by the 
various additional payments (for interest, travelers’ expenses, 
immigrants’ remittances, freight charges, and so on) which 
Americans had to make to foreigners. This circumstance would 
tend to cause an outflow of specie, to lower prices and incomes, 
to make the terms of international exchange less faNorable. 
but during the same period (after 187^^) a great increase in 
the demand for American exports set in, — for cotton, wheat, 
meat products, and for some manufactures; while new articles 
of export, such as kerosene and copper, became important. 
All this worked in just the contrary direction. During this period, 
moreover, a policy of protective import duties was applied with 
great rigor; and such a policy also, as will appear presently, pro- 
motes a higher scale of money wages and prices. Meanwhile gold 
was steadily mined on a large scale within the country. Legisla- 
tion also was an important factor in the country’s monetary sup- 
ply: consider the resumption of specie payments, the injection of 
silver money from the acts of 187H and 1890, the pectiliar working 
of the national bank system. Iliruoiit the period there was great 
growth of population and wealth, and theiefore a great increase 
in the demand for money — an increase which, taken by itself, 
would tend to lower prices. What a jumble of interacting and 
conflicting elements! How say whether the forces that made for 
greater gain from foreign trade outweighed those that made for 
less gain? How folloAv in detail the concrete working of any one 
factor? The difficulty would probably be the same in kind, tho 
less in degree, if an examination were attempted of the foreign 
trade over a considerable period of any luiropean country. 

The difficulty is one common in economics. A number of forces 
— acting sometimes in the same direction, sometimes in conflict 
with each other — combine to bring about a given result. Being 
necessarily debarred from deliberate experiment, we must resort 
to hypothetical reasoning, and must be content with general con- 
clusions confirmed only in part by direct experience. Thus, we 
reason that an increase in the money supply must raise prices. 

^See above, Chapter 32, § .j. 
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Wc Tinfl tlint in the t'tin, <incl inskin^ due allowance loi 
credit fluciuatic^ns, for bank reserves and bank expansion, this is 
true; and the result is further confirmed by the striking plu> 
nomena of paper money inflation. Wc reason that a flow of specie 
from one country to another tends automatically to bring its own 
check, and that payments between countries tend to balancf 
without the incivement of specie. We find that in fact payments 
are usually adjusted with i very small use of specie; while th()>x* 
cases in w'hich it moves steadily one way — from specie-mining 
countries, for example, or from western countries to the sluggish 
1 omnuinities c^f the East— are exc:epticjns of the sort that conlirin 
the rule; they are explicable C3n grounds of their own. We reason 
(hat (he stage* of ecpiilibriuni in payments is reached by a process 
whic h involves in the several countries different levels of money 
incomes and prices: and we find that in fact some countries have 
mai keclly higlier wages and pric:es than others. All these verifica- 
tions of the general reasoning give us confidence in phases of the 
rc*asoning whic h we c annot verify directly. Anmng the conclusions 
vc*rific*<l in this indirec t way is that reached in the preceding dis- 
c ttssion: a country’s shaie in the gains from internatmnal trade 
cle|)ends on the |jlay of rec iproc al cleinand. d he more insistent is 
the demand for a cotmtry’s piodticts in other countries, and the 
less insistent is its c)^vn cleinand for the piodticts of other coun- 
tries, the greater then is its gain from internatmnal trade. 

5^5 r,. Ehe rise and fall of money incomes and of prices, in re- 
lation to international trade, call for some ftirther discussion. 
Stric tly speaking, it is not the rise or the fall cjf prices, but that of 
monev incomes alone which is of consecjuence. 

Differences in the value of money — in the general level of prices 
and incomes — which result from the play of international demand 
are of real and permanent importance only with reference tc:) 
foreign goods. A rise of prievs and incomes all around is in the long 
run immaterial: it means only the use of more counters in ex- 
change. It is title that the piocess of transition disturbs the rela- 
tions of debtors and c reclitors; perhaps true also that rising prices 
bring a certain stimulus to production. Ikit these are transitory 
e ffects. In the end peojAe are no better off from having higher 
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money incomes if prices rise to the same extent. Now when 
changed conditions of international trade bring about higher 
prices, domestic prices will rise as well as wages and other iir 
comes; nothing is gained in substance as regards the domestic 
goods. But prices of foreign (imported) goods are differently 
affected by these same conditions. They do not rise; they fall. 

1 he higher incomes go further in the purchase of foreign goods, 
and in these purchases only. Conversely, a fall in incomes and 
prices, the result of changes in international trade working in the 
opposite direction, affects consumers only in their purchases of 
imported things. As regards domestic commodities, the fall in 
money incomes is offset by the fall in their prices. But foreign 
goods tend to become dearer, and in buying these there is a real 
lessening of the gain from international trade. 

Changes in the value of money caused by varying currents ol 
international trade thus bring about not only transitional effects 
(such as those on debtors and creditors) but permanent effects as 
well. But these permanent effects are of a different sort from what 
is implied by the phrases commonly used. They do not arise for 
example from the fact that increased exports bring in more money. 
They arise because foreign goods are secured on easier terms. An 
increase in the monetary supply, equally distributed over all the 
world, would benefit no one. But an increase which went to one 
country alone, or which went in larger proportion to one country 
than to others, would benefit the |X!ople of that country in their 
dealings with other peoples. And similarly a redistribution of the 
existing supplies, caused by changed conditions of demand in the 
trade between the different countries, would cause the people of 
some to secure greater gains from their dealings with others. 

One application of this reasoning is obvious. A country gets 
its gain from international trade only if it takes advantage of the 
relative cheapness of foreign goods. So long as these are admitted 
free of duty, and only so long, does it secure in full the real ad- 
vantage from high money incomes or from a rise in money in- 
comes. Duties imposed on foreign goods sim|)ly cut off that ad 
vantage. And if the duties operate to bring about the production 
within the country of goods which, but for the duties, would be 
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iinportcfi, tlic ^ain fn)m foreign trade entirely disappears. Such, 
in brief, is the main argument in favor of free trade; and, as far 
as it goes, it is unanswerable. It is by no means all that is to be 
said on tlie (ontroversy between free traders and protectionists, 
but it is a fundamental trutli, much befogged by current fallacies, 
yet not to luf mistaken by any one who has grasped the principles 
of division of labor, exc hange, money, and prices. 

sij b. The extent of a country’s gain from international trade 
(le|)ends on two causes: first, tlie terms of international exchange 
as jusi e xplained; second, the effec t ivc‘ness of its labor in pioduc- 
ing exported commodit i(“s. Both causes contribute to bring a!)C)Ut 
ihc* laiigc* of monc‘y income's, high or low as the case may be, and 
so a gicatca or a less gain from the |)urc hase of foreign commodi- 
ties. 

I'he* ac tioii of (he* two cause's is illustrated by the difTerent posi- 
tions of the' Ihiitc'd States and Russia as c'xporters of wheat. ^ d’he 
wheat gtowcMs in both cotuitries sell their product at the same 
pi ic e' in the world’s markets. So far as tlu' play of international 
clc'inand goc's, the* people of both gain to the same extent, lint so 
far as the cost of producing wlieat goes — that is, the real cost, 
measmed bv the* amount ol laboi nc'c'clc'd lor producing it — they 
are' in very dillerent positions. Wlu'at is grown with much ICvSS 
l.ibor in tin- nnitecl States, and monc'v wage's are higher here. 
Mone \ wage s are' lowe'i in Russia, and the' w lu'at growers of Russia, 
and incle'ed all Russi.ms, are by so muc h in a less aehantageous 
position in buying foreign goods. As between anv two or more* 
lountries competing in the sale of the same article, the extent of 
tlie ii se veial gains from international trade depends on the rela- 
ti\e eilc'c ti\ e'lR'ss ot llu'ir labor in produc ing the things exported. 

1 he determining cause' of the general rate of money incomes 
and wages in a country is to !)e found in the exporting industries. 

I lu'seset the' pace: not for real wages l)ui for money wages. What- 
e\er is \ieldcd by them tends to become', under the inflnenee of 
competition, the ruling rate in the country at large in other 

‘ I hcWvw one oimiDi In- suic> that ilir aitUMt‘iur> at the pieseiu time 

leinain Mil)ManiiaII\ o[ (he ‘iame kind, and the illn'iliation is still pertinent, 
notwiihstandin;^ the marketl than^es of agiituliural conditions in both countries 
since n)o<) when this p.iw.i^e was written. 



§7l 


WHEREIN THE GAIN CONSISTS 


r)»r) 


industries as well as in those exjxntinn. In the other (strii tly do- 
niestic) industries, this money rate, to I)e sure, is a matter of eom- 
parative indifference, since the prices ol commodities will rise 
and fall with the rise and fall of wages and incomes. I he same 
parallel movement appears in the exporting industries — the prices 
of exported commodities go up and do^vn with the money wages 
of the laborers engaged in producing them. And these money 
wages are derived from the prices at which the exported ('commodi- 
ties are disposed of in the world’s markets. No such parallel move- 
ment appears in the case of imported gocods; lower prices of 
imported articles go with higher money incomes, and therein lies 
the real gain. 

§ 7. A further question arises, in regard to wliich also there is 
much misconception. Is it always the case that a country of higher 
money incomes — that is, one with advantageous terms of inter- 
national trade — is also a country of prices higlier all around? Most 
persons would answer the question in the allirmative. But no un- 
qualified answer can be given. It depends. 

The key to the answer is in the distinction, now familiar to the 
reader, between the two classes of ccjmmodities: those which do 
enter into foreign trade, and those which do not. The former we 
may call, for brevity, international commodities; the latter, do- 
mestic commodities. Under conditions cjf free exchange, and with 
due allowance for the expense of trans|xn tation, international 
commodities tend to be at the same price the world ewer. Do- 
mestic commodities, however, may be at varying prices in different 
countries. And the range of domestic commodities remains wide 
notwithstanding the cheapening of transj)ortatic^n and the ccjiise- 
quent extension of international trade and international compe- 
tition. Many things are too bulky in pr(q)ortion to their value to 
be moved far from the place of production; such are brick and 
stone. Some are so much affected by rooted habit that only the 
near-by producers can fashion them in the way desired by con- 
sumers; such are many articles of household furniture. Some are 
of necessity made on the spot where they are used; house accom- 
modation is an obvious case. The services c^f physicians, lawyers, 
actors, musicians, domestic servants are also necessarily rendered 
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on iIk* spot. I'hrsc utilities (services) are of no small importance, 
espe( iaily lor the uell to do; their j)rice evidently is determined 
hy domestic ( onditions alone. 

(Consider now some domestic commodities, such as household 
furniture, — tables, (hairs, bedsteads, chests. Will these be dearer 
in the United States, a country of high money incomes, than in 
(ieiinany, a (ountry of comparatively low money incomes? Tlie 
answer depends on the effec tiveness of American labor in pro- 
du( ing them. II American labor is relatively as effective in this 
held as it is in hjreign commodities, they will not be dearer. \Vv 
have seen that Ainei i( an labor is more effective than German labor 
as regal (Is wheat; otherwise, wheat (ould not be cheajKT in the 
United States and ((jidd not be sent thence to Germany. But 
Ameri( an labor may also be more effective than German as regards 
tables and ( hairs; and then tables and chairs, tho the laborers who 
make them get higiier wages, will not be dearer in the United 
States. 1 he jjrinciple is simple: those domestic commodities as to 
which a couniiy’s labor has the same degree of effectiveness as it 
has in making exported articles, will be relatively cheap, just as 
tlu* exported (ommodities are relatively ( heaj). Those domestic 
( ommodiiies in whi( h there is no such advantage will be dearer, 
and will be dealer to the degree in whi( h the effectiveness of labor 
is less. The reader (an su|:>ply for himself the extensiem of the 
argument whii h comes from the fact that some labor in a country, 
tho not ellec live, is j)aid at an unusually low rate. Domestic com- 
modities made by sue h laborers will also be relatively cheap. 

There is a (ommon impression that the United States, a coim- 
lr\ ol high money income’s, is also a (ountry of high prices. But 
this imprc’ssion rests on no certain basis. It has arisen probably 
because of the fact that many things are really dearer for the well- 
to do. Services are almost necessarily dearer in a country of high 
incomes. Domestic servants, for example, get higher wages than 
iti Turope. Physic ians and lawyers get higher fees, teachers higher 
salaries. There are many things in which personal service, while 
not the sole element, is vet the most important; such are cab service 
and hotel accommodation. A great part of the income of the pros- 
perous classes is spent on various forms of personal service, and 



50 ? 


^7] WHEREIN THE GAIN CONSISTS 

for these classes the “standard of living” (which means the expense 
of a given conventional mode of life) is high. Therefore those 
among the Americans or English who have fixed inc omes find that 
their incomes go farther if they live abroad; hence their impres- 
sion that all things are cheaper abroad. But many domestic com- 
modities of general consumption are as cheap, or only a little 
dearer. Most food is ecpially cheaj) — not only that which enters 
into foreign trade, but that which is used solely at home. Fuel is 
as cheap in the greater part of the United States and in England 
as it is in Europe. As to the important item of house accommoda- 
tion (house rent) it is not easy to make a comparison, because of 
the difficulty of making allowance for cpiality. I suspect that, 
taking into account size, convenience, and attractiveness, prices are 
not higher in most parts of the United States, for the housing 
accommodations of the masses; tho they doubtless are so for the 
rich, whose houses are built “by the day” and with less use of 
factory-made frames, doors, and windows. Clothing, and especially 
woolen clothing, is dearer in the United States — a result mainly 
of our policy of high import duties, which prevent us from using 
our high money incomes to advantage in the purchase of cheaper 
foreign woolens.^ 

1 In this chapter an<I in that preceding, it has l)cen tacitly assumed that within 
a cnimliy (so far as domestic commodities arc concerned) exchange takes place, 
and value is determined, on the basis of labor costs — that value rests on "cost of 
production,” not on “expenses of production." Elsewhere, however, it has been 
assumed that supply price, in its relation to value, means expenses of production, 
not “real” cost (see Chapter i2, ^ i) . The explanation of the inconsistency and the 
grounds for considering it not repugnant to the general validity of the reasoning 
upon international trade nnisi be left for later discrussion. Sec Chapters 52 and 53, 
\'ol. II, for the further consideration of this subject. 
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I’ROTKCTION AND F R K K TRADE. THE 
CASE FOR FREE TRADE 

§ 1. 'rhc main argument for free trade i.s simple. Persistence of Mercantilist 
notions. — § 2. Some popular argiiinents for protection: creating a home 
market; ilie truck farm case; cicating employment. — § 3. Protective duties 
as a means of combating industrial depression. — §4. The effect of pro- 
tedion on wages. Real wages in general lowered, tho sf)mc particular 
wages possibly kept up. — 5. "Phe principle of ecpiali/ing cost of produc- 
tion. — ^ a. Kffec ts of duties on prices and on consumers. A national loss 
only if domestic products are substituted for those imported. Monopoly 
may bring spetial gain to domestic capitalists, but brings no national loss. 
Labor monopoly may bring special gains to particular laborers. 

5 ^ I, I'liK main arguiuciit in favnr of free trade between nations 
has been already indicated. It is a simple corollary from the prin- 
liples of the division of labor. Kxt bangle between individuals 
1)1 ings (he same kind of gain whetlier they live in the same village 
or in widely separated districts; things are obtained more easily 
and abundantly than by each person’s prodiu ing for hiinself. The 
reasoning whit h shows that it is advantageous for the farmer to 
ext hange with the vilhige blacksmith, Maine with Florida, New 
Fngland with the Mississipjii X^alley, C’alilornia with the rest t)f‘ 
the Unit)!!, makes out a strt)ng prima fade case in favor t^f free 
ext hange between the Ihiited States and Fngland, between Prance 
anti Ciermany. Fhe burden t)f proof may be fairly said to rest on 
tlurse wht) as.sert there is gain from the contrary policy. 

Mt)st t)f the t't>mmon arguments in favt)r t)f restrictions upon 
tratle, !)v |)rt)tet tive tluties or otherwise, are fallacious. Many arc 
t rutlelv Mert antilistic, resting t)n an assumption that imports arc 
batl anti expt)rts gt)t)tl. Fhe .st)-calletl unfavorable balance of trade 
i.s matle mut h t)f; what is expendetl on impt)rts is deemed so much 
wastetl t)r lt)st. It is supposed that a tiecline in imports or an in- 
crease t)f exports nece.ssarilv brings money into the country; and 
the nt)tion persists that herein there is a gain — one which results 
directly from a balance of money secured, not thru those recondite 
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cffe( ts on money incomes and foreign prices whirl’ \?PrF3lialy/e(l 
in the preceding chapter. Few among those wIk) speak ot a gain 
in exports as profitable e\ er heard of the last-named j)rocess or are 
able, unprepared, to understand it. They think of exports as bring- 
ing in money, and imports as taking money out, and money is the 
be-all and end-all of their economic thinking. Even if it is pointed 
out that a continuing excess of exports is due to other than mer- 
chandise transactions and does not bring in specie, the notion 
still persists that exports somehow mean gain and imports loss. 
The elementary truth that exports arc but a means of procuring 
the imports on easier terms than the same goods could be got by 
making them at home — this is rarely grasped, or, if once grasped, 
is soon let slip.^ 

Mercantilist notions, universally discarded tho they are by the 
well informed, affect the policy of nations not only by strengthen- 
ing the movement toward protection, but in other ways also. The 
public railways of most countries make special rates for exported 
goods, on the theory that this sort of movement deserves especially 
to be fostered. In the United States, the rate regulating authority 
— the Interstate Commerce Commission — sanctioned the same 
principle. Shipping subsidies are granted by many countries, and 
colonies acquired and maintained at great expense, with the same 
object in view. The United States government spends large sums 
in gathering information about opportunities for export and in 
promoting otherwise the export market; while various semi-public 
agencies and museums cooperate for this supposedly praiseworthy 
object. Underlying almost all activity of this sort is the persistent 
belief that there is sometliing peculiarly profitable in international 
trade, and that the profit appears in the sale of the exports — a 
belief which exaggerates the importance of the trade and miscon- 
ceives the nature of the real gain from it. 

^ What is true in this regard of the common talk of business men and newspaper 
writers is hardly less true of legislators and other public men. When I was in Paris 
in 1919, deputed to serve in the re ordering of trade relations after the war, I found 
it quite hopeless to attempt to carry on discussion in other than the bald rner- 
cantilistic terms. All the representatives of the various allied countries presented 
their wishes and claims once for all on the, basis that any measure promoting the 
exports of a country was ipso facto l^eneficial and any permitting larger imports 
ipso facto harmful. 
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Perhaps the aiu ient assoc iation of foreigner with enemy still 
lingeis. Peo|)le do not worry wlien New Kngland buys coal from 
Pennsylvania; but when coal is bcjught from Nova Scotia, dire 
( onse(|uen( es are supposed to ensue. Half a century ago (more 
or less) the rc-gion whic h is now British Columbia was claimed by 
the United Statc-s to be part of its territory. Had the Oregon 
(pieslion been s(‘Hlc*d at that time in accord with the American 
( laims, no one would have c|uestioned that the resources of British 
(lolumbia in lumber, coal, and fisheries were of advantage to 
Amc‘ri( ans. But one e a bolder line is drawn, the situation is suj) 
jiosed to ( hange; and that whic h would have brought us gain in 
the* way <il more abundant and cheaper supplies is fraught with 
pc iil j)rec isely be c ause* these supplic*s came* from a foieigner. 

4:5 ^* ‘Some of the popular arguments in favor of piotec tion call 
lor bric*f consideration: that it creates a home market; that it 
makes employment; and that it raises wages or keeps them high. 

W he n imports are c hec ked, and the things ])revic)usly imported 
ate* made at home, a lionu* market is stipposed to be created. It is 
created; but is not, as protectionists commonly state or imply, an 
additional maiket. Another and diiferc'iu markc't is sid>stitutcd. 
He re* again most pc*o|)lc‘’s iclc'as do not get beyond the range of 
sales and of mone y dealings. W hen the linen manufacture (say) is 
cslablishc*d. those engagc'd in it buy food and other supplies; and 
here, it is sup|)osecI. is an additional market for food. Fhe real 
“market” — that is, the rc*al exchange — is of food for linens. That 
same market existed when linens were imported and food or other 
things were* ex|K>rlecl in |)avment. d o cut off imports is to ctit off 
exports alscj; it means sini|)ly the substitutiejn of exchange wdthin 
the* country for exchange between countries, ddie essential cpies- 
tion is whether for a given c|uantity of food (i.e. of labor exerted 
in pioduc ing that ciuaniitv) more linen is got in one way than in 
the other. The very fac t th.it linen can be got c heaper by importa- 
limi indie atc‘s that the foreign market is better than the domestic. 
I he home market argument is most frecpiently used in the United 
St.ites with relereiue to the farmers, who are suppe^sed to get bene- 
lit Irom a greater demand for Uieir produc ts because c:)f the estab- 
lishment ol manulac tines. The presumption is, however, that thc\ 
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do not gain but lose; the “market’* which is cieated offers less in 
exchange for their products than does the foreign market. 

A special form of the home market argument, also much used 
in the United States, is suggested by the truck farm. Suppose a 
manufacturing town is established in consecjuence of protection: 
the near-by farmers profit by the sale of milk, vegetables, and the 
like. These farmers do in fact profit; but simply because, while 
they sell all their produce in the town, they purchase from that 
town a very small share, if any, of the particular things there made. 
If they had previously exported all their vegetables and dairy 
products, and if the manufacturing town, after the duty, supplied 
precisely the goods which they had previ(^usly procured by impor- 
tation, they would lose, not gain. The truck farmers, in truth, are 
ordinarily within the limited circle of real beneficiaries from pro- 
tec:tion. They gain, however, not as farmers, but as landowners, 
rhey are like the lucky holder of sites in or near to a newly estab- 
lished town. The great mass of farmers do not gain, but lose — 
those who supply most of the needs of the manufacturing popula- 
tion and who buy most of its products. The non-landholding peo- 
ple of the manufacturing town also fail to gain. As will appear 
more fully in the sequel, neither employers nor workmen are j)cr- 
inancntly better off. Only those gain in the end whose sites, 
\v’hether agricultural or urban, happen to be more advantageously 
situated under the new distribution of the jjopulation. 

Closely connected with the home market argument is that 
about employment. That protective duties add to the demand for 
labor seems patent to the everyday man and especially to the work- 
ingman. When imports are kept out, is it not clear that more em- 
ployment exists for the workmen who make at home the things 
formerly imported? Here again people see only the first and most 
obvious results, and do not stop to think what other results must 
follow. If there are less imports, there will be less exports; and 
labor, if employed more in the new way, is employed less in the old. 
One of the most persistent of economic errors is the notion that 
employment is an end, not a means; and one of the hardest things 
to fasten in the average person’s thinking is that the end to which 
employment should be directed is the increase of the national in- 
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come — the total flow of consumable ^oods and of services which 
constitutes the real revenue of the community. Most working- 
men oppose labor-saving appliances and welcome arrange- 
ments which seem to iiureasc the demand for labor. And most 
of them arc instim lively protectionists, since the same fallacies 
are current in arguinents for protection as in arguments for 
iiureasing the employment of labor. The workmen of any one 
group or set are toruerned solely with their own share of the 
national income. Anything which adds, or seems to add, to the 
demand for their particular kind of labor is of course welcomed; 
and then, by an easy transition from the particular to the general, 
it is inferred that all labor is more in demand because of the 
cir( umstances whi( h iiu rease the demand in this particular direc- 
tion. 

One form of this argument — that employment is created — al- 
leges that there is always unemployed labor and always unem- 
ployed capital. Put on a duty, bring this labor and capital together 
lot making an article previously imported —and is there not a 
gain? rile answer is that this problem is far removed from the 
|)roteciiv<* c (mtroversv. I’nemployed labor is a grave social evil; 
unc-inployecl c ajiital is a real waste. Some |)roj)ortic)n of unemploy- 
ment. no doubt, is inevitable both for labor and for capital; it 
results from sliifts between occupations, from the processes of 
change* and transition from progrc*ss in inclustiy. lo minimi/e it 
is among the most important of public tasks; it is also among the 
most cliflic ult. Put there is no ground for supposing that a system 
of protection would permanently affect it one wav or the other. 

It a new industry is stimulated in a country by a protective 
duty, it by no means follows that the labor which is unemployed 
is adapted to that partic ular industry or is in a place where it can 
take advantage of the new oppcntuniiies. Those who arc out of 
a job c annot drop at onc e into the new plac es provided. 'Transfer 
and adaptation iccpiire time. .And even su|)posing the imprc:)bable 
outcome that the unemployed labor and cajiital were really 
brought together in an industry created bv protection the solu- 

tion ol the problem would be but temporarv. Inventions and im- 
provements. redistribution of industries and of population, crises 
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with all their dislocating effects, would ere long cause the problem 
to present itself again. A country quite without international 
trade, shut within its own borders, would still be confronted with 
unemployment, as with other evils, so long as its industry rested 
on private property, complex division of labor, free movement of 
labor and capital; so long as there were hopes and fears, successes 
and failures, in the business world. 

§ 3. The great depression of the third decade of this century 
led to a new turn in the use of the make-employment argument 
for the support of protective duties. The appalling numbers of 
the unemployed spurred endeavors to find work for them not only 
in the fields traditionally thought proper for public expenditure 
— roads, bridges, buildings for the civil service, men-of-war — but 
also in operations of the “private** kind such as workman’s dwell- 
ings. In these operations the prime object was to create employ- 
ment. While the resulting product was to be as abundant or 
useful as possible, the accruing utility was a secondary matter; 
the main thing was to provide work. Surely it was better, both for 
the unemployed and the rest of the community, that they should 
do something than that they should be supported in idleness. Did 
it not follow that one effective way was to impose duties on imports 
which would cause things to be made within the country rather 
than brought in from abroad? True, it might not be easy — as has 
just been indicated — to fit the unemployed labor into the new 
industries. Perhaps also, even after the labor had been placed and 
trained, the product might not be turned out as cheaply as it 
could be procured by importation. Still, was it not better to em- 
ploy the labor in this way than to let it stand idle? and did not 
some net addition to the community’s real income thereby accrue? 
The answer would seem to be quite the same for protective duties 
as for any of the other works promoted by public funds. 

And yet the answer is not quite the same; there is a ground for 
distinction. The construction of roads, bridges, public buildings, 
even workmen’s dwellings is not likely to continue indefinitely on 
a suddenly enlarged scale. Sooner or later people will see that this 
cannot go on without end, — that after all it is but a stop-gap. One 
may feel some assurance that it will be followed by a period of 
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quicscciice; after a while operations of the kind, as they are re- 
sinned, will proceed on the scale adapted to current needs. It 
heiomes jilain that the sudden hnf,^e expenditure is “wasteful,” 
that is, entails a comparatively disirdvantageous application of the 
( (jiiiimuiity’s resources. 

I he measures are seen to be temporary. But when it comes to 
protective duties this insight is slow to come, may never come. 
The vested interests stidjbornly oppose any return to the previous 
and more advantageous ( hannels ol industry. All tlie fallacies and 
( at( h wcjrds are brought into play: domestic labor against foreign 
labor, foreign invasions of our markets, the money lost in pay- 
ment for imports, and so on. Sometimes it happens that by a lucky 
stroke an industry is called into being which proves able to hold 
ics own even without the pro|j of a duty — the case of protection 
to young industries, of wide h more is said in the next chapter — 
and then this exceptional outcome is dec hired to be the ccjmmon 
one. All experienc e proves that when protective duties are once 
imposed it is extremely ciillic iilt to get rid of them, even tho they 
were originally advocated as mere emergency measures. At the 
start, they may be mcjie “wastefid” than other ways of making 
employment 01 less so; but either way they are more likely to be 
retained incletinitely. 

J:; .j. In the United States by far the most common and most 
ellec tive aigument in favor of protection is that it makes wages 
high or enables wages to be high. With many persons it is an 
accepted article ol faith that American wages can be kept high, 
and the .Viiu rican standard of living can he maintained, only if 
there* is protection against the goods made by the cheaper labor 
of other countiies. 

W ith this bc’liel goes another closely similar: that free trade 
mav be advantageous l)etwc*en regions which have the same gen- 
eral range of w.iges — the same ‘ standard of living” — but is harm- 
ltd to a country of high wages when carrying cjm trade with one 
ol low wages. Between different parts of the United States, or 
between the Ihiited States and Canacia, or between Great Britain 
and Ciermanv unfettered exchange, it is said, may be permissible. 
But not SC) when the United States and Germany confront each 
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other in the exchange — least of all, if a country like japan or 
China stands on the other side! This fear of un versal levelling 
rests on ignorance or misunderstanding of the causes that lead 
to the differences between countries in money wages, in prices, 
in general prosperity. "Ihere is here the same ignorance and mis- 
understanding as in the argument from pauper-labor competition. 
None put forward in favor of protection are more specious and 
widely held, none are more fallacious. 

Evidently the argument is not of universal application. How 
could there be any exports at all, if lower wages always gave the 
foreigner an advantage? As much is exported (virtually as much) 
as is imported. The exported goods are made by laborers who get 
high wages in the United States; yet these goods, so far from being 
undersold in foreign countries, are themselves underselling those 
of the foreigners. The explanation is simple: the effectiveness of 
labor in the exporting industries is great, and therefore high 
wages and low prices coexist. And that effectiveness is the cause of 
the high liioney wages; and these wages, again, may or may not 
be accompanied by high prices of the domestic commodities which 
are outside the realm of international trade. This whole subject 
cannot be understood except in connec tion with the principle of 
comparative advantage. In those industries in whi( h the United 
States has a comparative advantage in effectiveness, high wages 
can be paid, and yet low prices acc:epted, with profit to the em- 
ploying capitalists. In those in which there is no such advantage, 
the current high wages cannot be afforded. In this latter class, 
tho labor be as effective as in competing foreign countries and 
tho the industries in that sense arc w^ell adapted to the cxmntry, 
they encounter the difliculty that other industries are still better 
adapted, yield still larger returns, and .set up a prevalent high rate 
of wages which these less advantageous industries cannot sustain. 

Of course it is true that, when once industries which possess im 
sufficient advantage have been e.stablished under the shelter of 
protective duties, high wages can be maintained in those industries 
only by the continuance of the duties. This sort of situation — the 
existence of industries dependent on duties — was historically the 
occasion of the protectionist argument about w^ages. Wages have 
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always been higher in the United States than in other countries. 
Before a protective system was adopted, it would have been absurd 
to say that they were due to any such system. When new indus- 
tries are called into existence by protection, they must, of course, 
in (jrder to secure their workmen, pay the same wages as are gen- 
erally prevalent; and once they are established, it can be main- 
tained with reason that high wages to their workmen are dependent 
on protec lion. As long as the workmen remain in those industries, 
the high wages they receive are so dependent. 

rhe free trader argues that if the duties were given up and 
the protec ted industries ptished out of the field by foreign com- 
petitors, the woi kmen engaged in them would find no less well- 
paid employment elsewhere. Presumably they would betake them- 
selves to the exporting industries, in which labor is advantageously 
applied. The protectionist answers that there would then be 
“overproduc tion” in those industries — that more goods would be 
produced, prices would be lower, and then wages lower. No, 
replies the free trader —there would be more goods, but not lower 
prices or lower wages. For there is a new demand for these ex- 
portable goods. I he new exports must be paid for by impe^rts; 
lhc*re is a new foreign “market,” replacing the lost domestic 
“market.” (ioods are imported whic h were formerly made by pro- 
(c*c tc*d industries. Fhe eventual result, says the free trader, is that 
more workmen will be turned to the advantageous industries, and* 
more goods will he exported in exchange for more impe^rts; there 
will be* higher wages (in terms of commodities) all around within 
the country, resulting from the more productive directiem of its 
labor. 

In all this reasoning, the free trader is right. There are some 
further cjiuvstions conceining the effect of the supposed change 
on monev w.iges, whii h will be presently considered; ^ but these 
do not affect the c'ssentials of the argument. Of course the reason- 
ing applies onlv to the long-run course of events. It assumes that 
l.ibor (.uul c.ipital. tocb will shift frciiii a less profitable to a mcne 
profitable industrv; that when a protected industry is deprived of 
suj^port, and those engaged in it are confronted with the alterna- 

‘ Set' ChaplcM 37. >5 I. 
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tive of either accepting lower wages or quitting, they will quit 
and go to better-paid occupations. Any such process ol transition 
is difficult and trying. When carried out on a very large scale- 
say by the sudden abandonment of a protective system under 
whose shelter many industries have grown up — it may cause for 
the time something like disaster. The extent to which existing in- 
dustries are in fact dependent on protection is commonly exag- 
gerated by both its advocates and its opponents: but none the less 
the question of vested interests is a very troublesome one. It may be 
deemed better, on tlie whole, to let things stand, or change them 
very slowly and cautiously, rather than incur the disturbance and 
damage of a radical change. Rut all this does not aifet t the (jues- 
tion of principle, which is not stiuarely presented unless we ask 
what would have been the best policy from the outset. 

The question of wages — to anticipate for a moment — is at bot- 
tom one of productivity.^ The greater the productivity of industry 
at large, the higher will be the general level of wages. There are 
very intricate problems as to the precise nature of this connection, 
and as to the shares of the total which go respectively to wages, in- 
terest, business profits, and rent. Under certain contingencies, it is 
conceivable that protective duties will affect the process of sharing, 
and so will influence wages otherwise than thru their effect on the 
total product. But these are rare contingencies and are negligil)le 
for the discussion of the main problem. Whatever lessens a coun- 
try’s general productivity tends to lower wages. Protection aims to 
restrict the geographical division of labor; in doing so, it ordi- 
narily turns industry into less advantageous channels (possil)le 
exceptions will be considered in the next chapter) . Ordinarily it 
lowers general productivity, general prosperity, general wages. 

§ 5. One phase of the wages argument appears in the proposi- 
tion, much heard in the United States of late years, that duties 
should be so adjusted as to “equalize cost of production” between 
this country and foreign countries. This has been propounded as 
a “scientific’’ solution of the tariff problem. When the labor cost 
of a commodity, it is said, is higher in the United States, let a duty 
be imposed sufficient to enable the domestic producer to meet his 

* See below. Chapters 41, 42, Vol. II. 
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foreign competitor on terms of equality — and then let them fight 
it out. 

It needs little reflection to show that such a policy, con- 
sistently followed, means the complete wiping out of all the ad- 
vantages from international trade, nay, the wiping out of inter- 
national trade alU'gether. The greater the disadvantage of a coun- 
try in piofhuing a given commodity, the more labor must be 
given L() prodiK ing it, and the higher will be the expenses of the 
emjdoyers. In pioportion as the efficiency or productivity of labor 
is less, more must be paid out in wages to secure the greater 
amount of labor reiiuired |)er unit of output; then “labor cost” 
is so mu( h higher: and duties must be made ( orrespondingly high 
if tlur labor cost is to be e([uali/ed. Any (ommodity, however un- 
suiled to the industrial possibilities of a country, can be produced 
in it if only its price is made high enough; and by keeping out 
foreign competitors, there is no limit (short of the possible ex- 
lini lion of demand) to the rise in price. If the principle of equal- 
i/ing ( ost were consistently c arried out, we should exert ourselves 
most strenuously to promote by high duties the domestic produc- 
tion of an attic le according as we gain most from its importation 
and lose* most by its domestic production. No doubt, the persons 
who |)ropc)se the princ i|de woidd probably refrain from pushing 
it to its logic al cone lusion, They would shrink from clapping on 
duties high enough to cause* lemons to be giown in Maine, or (to 
use Adam Smilh’s familiar illustration) grapes in Scotland; tho 
all this could be clone if labor costs were unflinchingiv ecpialized. 
They think only of the commodities for which the domestic: 
disadvantages are not glaring, but the dilference is only one of 
degree. There is no rational reason for saying that a disadvantage 
in labor cost — that is. a disadvantage in industrial effectiveness — 
of uo per c ent should be offset by a protec tive duty, but that one 
ol r,o, 100, 200 per c ent siioidd not be so offset. 

One thing is to be said in favor of the notion: duties should 
certaiidy not rxcrrd the rates necessary to “eejualize labor cost.” 
li ihev so excec'd. there is the possibility that a domestic mono|)oly 
mav levy additional burdens on the consumers. This possibility 
arises it competition among the domestic producers is not free. 
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As will presently appear, no special benefits to the inotccted pro- 
ducers accrue, and no monopoly profits arc derived, if domestic 
competition keeps prices down to the level of expenses of pro- 
duction. Where there is a possibility of monopoly and of abnor- 
mal profit to the protected capitalists, it is not uiirc isonable to 
say that, if they must have protective duties, these should not be 
greater than suffice to enable the industry to be carried on. But it 
is absurd to urge that the proposal, even in this form, is a “scien- 
tific” solution of the protective question. It simply amounts to 
saying that protection should not be carried to the point where 
it may foster monopoly. 

§ 6. The strength of the general presumption against |)rotectioii 
will be made clearer by a consideration of the ivorking of pro- 
tective duties in greater detail. 

When a duty is imposed on a commodity, its price usually rises 
by the amount of the duty. It does so usually, but not necessarily; 
and even in those cases where this normal result is to be looked 
for it does not always come at once, but often only in the end. 
Strictly, the result is to be expected otily if the commodity is 
produced under free competition and under the conditions of 
constant return.^ Ordinarily a duty, like any tax on a commodity, 
increases by so much the expense of getting the article to market. 
The amount of the tax or duty must be added to the price charged 

^ n a coiiiinodily is produced uiulfr ihe rondifions of diminishing or of increas- 
ing return, the case is obviously dilferejit. Under diminishing return, a tax per 
unit of quantity lends to check consuiiiption, lessen production, lower marginal 
cost, and so increase price hy less than liic amount of the lax. Conversely, under 
increasing return, a tax, hy lessening consumption, tends to raise marginal cost 
and so to increase price hy more than the amount of tax. A lax on a monopoli7.c<l 
article works out its results thru the principles of monopoly value; and it is <|uite 
(onceivable that such a tax, in the case of an article for which the demand is highly 
elastic, will cause little rise in price and will he home chiefly by the monopoly 
producer. All these possibilities, liowever, appear in the case of internal taxes <|uiie 
as much as in that of import duties. I'hcy present no special problems in inter- 
national trade; they are part of the ihefny of value. Moreover, they arc not often 
of much practical consecjuence. As intimated in the text, the usual case is, in the 
long run. that of constant return. 1 he most important (jualification of the general 
reasoning probaf)Iy is to be made for articles subject to a (ptasi -monopoly of gexx! 
will or trademark, where the producers, iho they have no permanent or umpialificd 
monopoly, make unusual profits for a considerable time, and can possibly be de- 
prived of a part of these profits thru the operation of a lax. Compare what is said 
below, Chapter 72, Vol. II. 
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the consumer if the producer is to get his usual return. But a rise 
in [)ri(c lias its effect on demand. Very likely the same quantity 
(an not be sold at the higher price. The producer, none the less, 
may not be able to lessen the supply with any promptness; he may 
have a large plant committed to making the particular thing. For 
a while, therefore, pri( e may be raised by less than the amount of 
the tax; cone civably it may not be raised at all. Only as supply is 
slowly adjusKd to the new situation will normal conditions be 
regained and the price raised so as to recoup the producers and 
dealers lor their iiu leased expenses of production. Hence it is 
true that .1 duty on imports, and indeed any tax on a ccmimodity, 
may fall lor a while on the producer, foreign or domestic; while 
yet in the ( iid it falls with its full weight on the consumer. 

So long as the (oinmodity ccMUinues to be imported, this rise 
in [)i i( (• brings a tax. but no national hrss. It is true that the con- 
sumeis are in ellec t dc‘prived ol so mtu h of their incomes; but 
what they lose, the public treasury gains. Faxes are presumably 
levied ioi uselul public purposes; they do not stand for waste. 
II the needed re\'t*nue had not been got by customs duties, it 
would have been got in some other way, and the same amount of 
tax would have been levied on the public. 

Suppose, however, that after the duty has been imposed, do- 
mestic producers stipplani the foreigners. J hey charge higher 
piicfs than the loreigneis did; they fnusf charge higher prices, in 
order to gc't a prolii. 11 they could bring the commodity to market 
at the same price as the foreigner, there never would have been 
any importation. Fhe fact that the domestic producers did not 
enter the held before the duty was imposed, shows that they are 
under a disadvantage.' When they are stimulated by the duty to 
enter the field and sell their article at a higher price than the 
imported one had previously cost, tlie consumer pays the tax in 

piec isel\ the same wav as if the artic le continuc'd to be imported 

that is. in the* shape of higher prices. Only, there is in this case 
no re venue to the public treasury. Fhe extra price stands for so 
much bonus to the domestic producers, to enable them to main- 
tain themselves in a disadvantageous industry. And it represents 

• Uui >cc wli.it is said in Chapter 37. § 2. protection to young industries. 
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so much national loss. In most discussion of protective duties, at 
least in the United States, the common assumption is that the 
creation of a domestic industry, supplying a commodity whicli was 
previously imported, represents so much gain. Strictly, the reverse 
is the case. The payment of duties on continued imports brings no 
loss; the loss arises when the domestic su[)ply supplants the im- 
ports, and duties are no longer paid. 

Hence where the principle of free trade is consistently followed, 
a customs duty on an article is accompanied by an internal tax 
of the same amount on the domestic product. 1 hen the t ombined 
taxes operate solely to bring in revenue, and have no effect on the 
direction of industry within the country. Such was the system 
which Great Britain long followed with complete consistency. 
Her customs duties were limited to a few articles of genet al con- 
sumption, such as tea, coffee, cocoa, sugar, beer, spirits, tobacco. 
On beer and spirits, an internal tax was imposed at the same rate 
as the customs duty. The other articles were such as would not 
be produced within the country: the duties on them were of a 
purely revenue kind. Sometimes, in popular discussion, it is said 
that the imposition of any duties whatever is inconsistent with the 
principle of free trade. Obviously, this is a mistake; it is only the 
imposition of duties that cause a substitution of domestic products 
for imported that conflicts with the principle. 

When a customs duty operates to bring into existence a do- 
mestic industry, the domestic producers do not make unusual 
gains; that is, they do tiot if the commodity is brought to market 
under competitive conditions. Very likely those who take the 
initiative in producing the article make unusual profits on the 
first imposition of a duty. In time, however, profits will fall to the 
normal level, and at that normal level prices will be higher than 
foreign prices only if a real disadvantage handicaps the domesuc 
producers. In other words, nobody gains, and the community 
loses — the loss consisting in its paying more lor the protei.ted 
article than it would have had to pay without the jirotection. 

Where there are not competitive conditions, — where there is a 
monopoly, complete or partial, permanent or temixirary— the do- 
mestic producers may make unusual gains. To the extent that 
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ilicy flo so, another item enters into the account. There may not 
only he some national loss, but in addition a shift of income from 
one set cjf persons to another set. The commcxlity may be pro- 
diKcd at hii^her expense within tlie country, and may have to sell 
on (hat a(((junt for a hijL*;her price than if imported. It may sell 
for a pii((‘ still hi^hei, l)e( ause the domestic producers are in a 
position to keep out (ompetition and make unusual gains. It may 
even happen that the imposition of a duty enables domestic pro- 
diKcis who aic imdei no disadvantage at all, and who could 
bring the ai lic le to market as ( heaplv as the h)reigncrs, to form 
a (ombination and exac t a price higher than tlie competitive one. 
In sue h a cast* there is no national loss at all. Wdiat the consumers 
lose (he monopolists gain. 

Natmallv enough, this last-mentioned case is precisely that in 
which protection is least popular, tho in a sense least harmful. 
W'heie (he piotec ted producers make* no unusual gains, the system 
is supposed to work ncu unfairly. But the direct robbing of Peter 
to pav Paul, whic h seems to appeal in case of monopoly, strikes the 
|)opular imagination at once and leads to indignation; even tlio, 
on critical consideration, it apiHXirs that Paul gaiiis merely what 
Pc tei loses and that the community as a whole is no worse off. The 
more distant consecjuences on general industrial effectiveness 
which strict economic analvsis brings out are within the ken of 
comparat i\ c*Iv Ic-w |)c‘rsons. 

The case ^vith whic h pojiular feeling can be roused against a 
monopolv has led to the freejuent allc'gations by oppements of 
|)rotc‘ction that it breeds monopoly. It was once remarked to a 
congressional committee of investigation that "the tariff is the 
mother ol all tmsts, ’ and (he aj^horism became the text of many 
bee' tiade se-rmons. Its truth is limited. The eauscs of combina- 
tion ate clee'i)lv rooted in the industries of nu^dern times. They 
aic' loimd mainlv in the* development e^f prcxluetion on a great 
scale: a tendenc N so lar-reae lung cannot be ascribed to a single 
c'Xtc'i nal c ause. 

It is tiiie', howe'xc'i. that proiee'ti\’e duties have sometimes 
brought combination more easilv and at an earlier date, and 
sometimes have ine leased the gains from it. This is likely to be 
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tlie case where the situation is ripe for t onsolidation within the 
country, but not ripe for international consolidation — a sta<;e of 
development not uncommon, especially in the I nited States dur- 
ing recent years. The tendency to combination, strong and far- 
reaching tho it is, does not work out its results automatically, 
irrespective of favoring causes or legislative inihien('(‘s, or interna- 
tional complications. Protective duties in the United States have 
been at times during the last generation a favoring cause. I ho 
the trust problem is in its essence very dilferent from that of pro 
tection — a graver problem, and of far huger social c'onsecjuence — 
the two may interlace. 

Just as protective duties may bring unusual gains to some c api 
talists, if these can keep out c t)m|>elitovs, so they may bring exc e|)- 
tionally high wages to some workmen, on llu* same condition of 
keeping out competition. This is commonly lc^ss (‘asy for the work- 
men; but it is not impossible, at least for considerable stretches of 
time. It is feasible most of all in occ upalions of the handic raft sort, 
calling for special acc|uired skill and not subjec ted to the* mac hine 
processes. Such was until rec:ent times glass blowing, (ka tain kinds 
of glass, especially window glass, called for the servicc/s of the 
blowers, whose trade was not easily learned. They had a tight 
union, restricted entrancx* to the trade, and maintained excep- 
tionally high wages. The employers in this industry also combined; 
so that there was a double monopoly of c aj)italists and workmen, 
promoted by very high import dutic*s. riie two favorc*d sets alter- 
nately quarreled and jcjined fore es, with the advantage in the end, 
as usual in such cases, to the employers. Here, as elsewhere, new 
inventions came in, and tlie ap|>Iic ation of mac hinery tended to 
deprive the handicraft workmen of their spec ial advantage, but 
so long as the old concliticms remained the tariff system may be 
said really to have kept up wages — not wages of woikmen in gen- 
eral, but those of a limited group. And in sue h c ases, as in tliat of 
government industries,^ workmen in general are likely to regard 
this advantage to a small grouj^ with approval, even tho it may 
mean higher charges to consumers and to the great body of the 
workmen as consumers. Anythitig that means high wages to any 

^Compare what is said in ChapU-r Cih, 5:55, \'<d. 11 . 
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set of manual laborers finds favor with the labor leaders and 
doubtless with the dumb rank and lilc also; partly from mere 
clannish sympathy, but mainly from inability to distinguish be- 
tween the causes that bring advantage to all and those that bring 
advantage to a favored few only. 



CHAPTER 37 


PROTECTION AND FREE TRADE 
(Continued). SOME ARC. UM ENTS 
FOR PROTEC/ITON 


§ 1. Protective duties, by their effects on general money incomes, may bring 
more advantageous terms of international exchange. — § a. Protection to 
young industries. Applicable in the main to manufactures only. Diiliculty 
of gauging its success in specific cases. — § 3. Political considerations, illus- 
trated by the case of shipping subsidies. — § 4. Subsidies; much resorted 
to in the 17th and 18th centuries; less so in the 19th; more so again 
in the 20th. — § 5. Social considerations may tell against manufactures, 
^ but not necessarily so. The controversy in Germany; Agrarstaat vs. In- 
dustriestaat. The argument as to the failure of food supplies. — § 6. Pe- 
culiar dependence of England on international trade and on exports. 
Possibility of strengthening her position as exporter by agreements with 
colonists and by threats of retaliation. — § 7. Growth of protection tluring 
the 20th century. Still greater growth after the war of 1914-18. 
Autarkie in Germany; in the British Commonwealth. — jj 8. Economic 
effects of protection in the United States; impossible to measure ac- 
curately, but certainly exaggerated in popular discussion. — § 9. Condi- 
tions under which manufactures would maintain themselves without 
protection. Effect of machinery in connection with comparative costs. 
Concluding remarks on the working of protection in the United States. 

§ 1. The simpler aspects of the protective controversy have been 
considered in the preceding chapter — those wliich bring out most 
strongly the case for free trade. They tend to show that the in- 
crease in price due to a protective duty represents a net loss. But 
there are ways in which the loss may be offset. The consideration 
of the various possible modes of offset brings out those arguments 
for protection which have some validity. 

First there is a possible influence on the terms of international 
exchange.^ The first effect of a duty is almost always to lessen im- 
ports. Even if it be a purely revenue duty, it will lessen them; 
the rise in price will cause a decline in consumption, unless de- 
mand happens to be quite inelastic. If the duty is protective and 

' In the sense in which that phrase was used and explained in Chapter 35. 
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(Ope rate s to stinuilate domestic production, the decline in imports 
will be more ( ertaiii and greater. Hence the movement of specie 
will be into the country, riien will ensue the train of consequences 
(always supjiosing the How of specie to be considerable and con- 
tinued) already familiar to the reader. Prices and incomes rise 
within the (T)iintry, and fall in foreign countries. Exports in time 
begin to be ( Ikt ked, as the prices of exported articles rise; imports 
are stimulated, as tlie prices of imported articles fall. The length 
of this period of transition, and the extent of the change before it 
comes to an e nd, dc ix iid on the play of reciprocal demand. If the 
commodities expoitccl from a country are of a sort insistently de- 
manded in foicign countries; and if, c^n the other hand, the com- 
modities whic h it impoi ts are not such as to be consumed more 
large ly as their prices fall —then the c hange may be considerable. 
I’ventually ccjuilibriiim is reestablished; exports diminish and 
imports inc reasc* until payments again balance. When this stage is 
linally reac lied, the country that imposed the duty will have higher 
money incomes and higher pric es. Ehe higher incomes will be of 
no benelit so lai as domestic purchases go, since within the coun- 
try price’s ha\c‘ rise n iu the s.une jaopoition. But they will be of 
ad\autage* in the- purchase of things im|)orted. 

In such a case, there’ is a balaiiee of le)ss against gain. The c'on- 
sume is lose as pmc liascrs ol the’ piote’c te’d artie les, that is, of those 
made at home undci the inliuence’ of the’ dutie’s; but they gain as 
piuchaseis ol things that continue’ to be imported. Even if the 
paiticular attic Us subjected to the duties are completely shut out, 
iheie’ will i e-main impoits of other artieles. Ihus in the United 
Slate s piotec ti\e dutie s have se t \ eel to p!c)hil)it completely the im- 
portation ol mam manulae t ures: but text, coffee, sugar, tropical ar- 
tic U s of all sc fi ts, sundry l aw materials, some finer manufactures, 
have coniinue’cl to come in. All tiu’se, if the reasoning of the pre- 
ee-ding |)aragra|)h holds good, are got in reality more cheaply be- 
cause’ of the duties. It is true that some of the things imported, 
being still subjee t to dutv, are absolutely raised in price; but for 
this aehaiiee the re is a full recompense in the revenue received by 
the public treasury and in the relief (presumably) fiom other 
taxes. But e\en these imports are imt raised in price by the full 
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amount of the duties there is some offset bet;nisc fovci<i;u prices 
in general have fallen, and domestic money ineonr s ha\e risen. 

How far is reasoning of this sort applicable to ihe coiuieie 
facts? Precisely to the same extent as the general reasoning on the 
distribution of the gains Irom international trade. I low diilic iilt 
it is to verify this in detail has already been shown. Take the ease 
of the United States during the half-cenuiry following the Civil 
War, when a system of high protective duties was steadily main- 
tained. Thruout the period a whole series of other factors inllu- 
enced international trade, some in one diiec iion some in the other. 
The protective system, in so far as it restric ted imi)orts, made for 
gain in the terms of exchange, the higli tariff contributing some- 
thing toward a higher range of money incomes. How far the gain 
from this source served to offset the loss fiom the fact that the* 
domestic commodities were j)roduced at higher c:ost and .sold at 
higher prices is impossible of caleulatic^n. In any event no stub 
possibility is reckoned with at all in tlie popular controversy. Most 
people who try t(3 persuade the pid)lic: on one or another side of 
the tariff ejuestion reason oidy about what is “good for busine.ss,” 
about employing labor, higher prices to consumers, extortionate 
moiKjpoIies. Even the simpler ejuestions really involved, as U) the 
general effects of the geograj)hical division of labor, they perceive 
but vaguely; the more intricate ones here considered are cjuite be- 
yond the understanding not cjnly of the average man but of the 
average writer cjii protection. 

It is obvious that all countries could not play this game. No one 
of them has a moncjj^oly of imposing impcji t duties. A condition 
of mutual grasping and recriminatmn may be imagined, in which 
each country tries to get from the cjiher all it can, with the even- 
tual result that, while some advantage accrues to one among them 
in the form of high money incxjines, considerable loss to that 
country and to the rest is entailed from the c urtailment c^l tlie 
advantageous division of labcjr. Commercial strife has come peril- 
ously near this state in modern times; but the immediate object 
held in view by the combatants has never been that of getting 
some of the imports cheaper. The mcjtives and objects have in- 
variably been of a semi-mercantilist sort: to check imports and yet 
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to market more and more exports. Reciprocity movements are a 
(ompromisc resnltiii^ from this familiar sort of contest. 

2. I he argument for protection to young industries points 
to another way in which the main argument in favor of free trade 
( an be fairly met and the initial loss from protection offset. The 
gist of it is that an industry really advantageous for a country may 
be prevented from arising because of ignorance, lack of experience, 
all the obstacles tliat impede success in unfamiliar undertakings. 
Stated in another way, the argument is that while the price of the 
protected article is temporarily raised by the duty, eventually it is 
lowered, (k)mpetition sets in, it is said, and brings a lower price in 
the end. The free trader asks, why any need of a duty if the do- 
mestic prcjducer is really able to sell at a lower price than the 
loreigner? The pnjtectionist answer is that the reduction in do- 
mestic pric e comes only with the lapse of time. At the outset the 
domestic producer has dilliculties and cannot meet foreign com- 
petition. In the end he learns how to produce to best advantage, 
and tlieii can bring the article to market as cheaply as the for- 
eigner, even more c heaply. Most persons who use this second form 
of the argument (alleging the eventual reduction of domestic 
prit es) are but dimly aware of its identity with that for protection 
to young industries. Hut the two arguments are one and the same, 
resting on the premises of temporary obstacles and eventual suc- 
cess. 

rile theoretical validity of this argument has been admitted by 
alnu\st all economists. Ilie cpiestion is how far and under what 
c ire uinstauc es there is ground for applying protection with pros- 
pect oi this good result. The argument was iirst used (in such a 
way as rc*ally to make an impression) in the United States during 
the earlier part of the nineteenth century, when this country was 
in the transition from dominantly agricultural and commercial 
conditions to the stage of modern manufacturing. It was carried 
from the rnitecl States to (Germany by its best-known advocate, 
Eriedric h List, who applied it to (termany in her transition during 
the middle of that century from semi-medieval to modern condi- 
tions. rile Lnited States was then a “young” country, and Ger- 
main, tho an old country, had manufacturing industries that w^ere 
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young so far as modern ways were concerned, in both countries 
there was force in the contention that manuiac tures with ma- 
chinery, power, large-scale operation, were certain to arise in any 
case, or at least had an advantageous opportunity; and that the 
process of transition and growth could be made easier, and a bene- 
ficial result could be reached at an earlier date, by a temporary 
handicap on the developed competitors of older countiies. Eng- 
land of course was the country then in the van, against which such 
shelter was sought. 

List and the other more moderate advocates of nurturing pro- 
tection said that duties for this purpose should be moderate and 
should be temporary. They should be moderate — not to exceed 
say 25 per cent — because, if the domestic industry was at a great 
disadvantage in the beginning, there was little prospect that it 
would ever reach independence. They should be temporary — 
not to endure more than twenty or thirty years — because in the 
end, by supposition, tlie domestic industry would not need them, 
and ought to be able and willing to face foreign comjH'tition. It 
was further added tliat agricultural commodities and raw materials 
give no field for this sort of protection. Their geographical dis- 
tribution is determined chiefly by unalterable physical conditions. 
Only in manufacturing industries can the legislator have a pros- 
pect of encouraging young industries with good results. 

These limitations on the argument are reasonable; more particu- 
larly the exclusion of agricultural articles. The government can 
do much to promote efficiency in agriculture; but chiefly by dif- 
fusing education, improving the conditions of tenure, promoting 
science. There arc respectable arguments, as will presently appear, 
for duyes on such articles; but they are of a very different kind 
from this one, which looks to promoting eventual cheapness. The 
United States long levied protective duties on wool, but never 
with any prospect of getting wool cheaper thereby. Germany and 
France levied duties on grain, as England did until 184G and after 
1931; but in none of these cases was there any prospect of thereby 
securing domestic supplies more cheaply. 

The other limitations seem also reasonable; but in actual ex- 
petience it is not so clear that they must be observed in order to 
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secure the desired result. Not only moderate duties, but very 
heavy ones, may set things going, and eventually lead to an inde- 
I)endent domestic industry. Of this possibility the recent history 
of the silk manufacture in the United States supplies an illustra- 
tion. A duty of fio per cent on silks was imposed during the Civil 
War (i8()|). The object at hrst was revenue. Then a domestic 
industry gr(‘w up; and the duty was maintained, even increased 
(especially in Competition became active, and great im- 

provements were introduced. 'Lhe silk manufacture has indeed 
hecai th(‘ last of the textile industries to be adjusted to the machine 
|)ro(csses; but this development seems to have been promoted in 
the United Slates by the establishment of the industry under the 
sheln r ol |)i ()ie( t ion. It is c ertain that advances in manufacturing 
methods have taken |)la( e; it is probable that sc3me branches of the 
industrv. tho not all. have rc'ac bed the stage where the fabrics can 
he put on the mat ket as c heaply as they can be imported. Nor is 
it inconsistent with this outcome that the domestic producers still 
( lamor lot protcc tion. I hey are simply in the habit of doing so. 
Most business men know very little outside the immediate range 
ol the ir husinc ss. If foreign competition has been long shut off by 
a high duty. thc‘v ate* ignorant of its possible effects; and if there is 
a pioj)osal to permit it again, they object on general principles 
e ven tho they are cpiitc* able to hold their own. The protective 
svstc in, especialh when c’xaggerated stress is laid c^n it thru party 
j)olitii s. bege ts an abjec t Icar of all foreign competition. Notwith- 
standing this common attitude of the domestic producxrs, it is 
(juiic* possible* that the ohjc*c t of protection to young industries was 
in lac t attainc'd; tho the only certain way to ascertain this would 
he to remove the dutic\s and let the domestic producers m^et the 
loic*ignc*rs on even terms. 

WItile it is possible that protection to young industries may be 
succcsslullv applic'd where advantages in production rest not on 
natural giounds hut on accjuired skill, it is extremely difficult to 
sav how tai thc ic* is a piohabilitv ol suc h success. The cpiestion is 
[)aii ol one* muc h wider —the' general c;iuses of the advance of the 
arts. Ivc onomic history shows that the spread of the various trades 
and manulactures in different countries has taken place by no 
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natural process, and that “artificial*’ facUn ^ such as «;ovcrn- 
inental encouragement, the emigration ot skilled ;uusans, the social 
and political oigani/atiou ol a country have been ol large, oiieii 
dominant, effect. It would be absurd to apply to the conditions 
of medieval and early modern times a theory of natural advantages 
and of settled differences in comparative advantages. On the other 
hand, the lesson of history seems to be that otlier modes of en- 
couragement have been more effective than protective duties; 
such as rational education, free industry, abatement of social 
barriers, promotion of invention by patents and trade-marks. In 
very modern times — with tite wide dilftision of inchistrial educa- 
tion, the ease of communication, the techniial press, the eager 
search for all ways of investing ca|)ital at a piolit — the argument 
for protection to young industries would seem to have lost much 
of its force. None the less, possibilities still exist, as in the case of 
the silk manufacture just cited. Unfortunately the decisive test — 
eventual removal of duties — is one widt h domestic ])ro(liicers are 
likely always to oppose; and so long as their opposition is stit cessful 
it will be diflicult to ascertain in any partit iilar t ase whether the 
community ultimately gets a real gain siillit ient to offset the initial 
loss. 

§ 3. Political considerations are often urged in favor of jnotec- 
tive duties. 

The most conspicuous illustration is afforded by shipping. In 
the days of wooden vessels, a merchantman was not so very differ- 
ent from a man-of-war, and at all events traiidng in handling the 
two was the same. Moreover, a mercliant marine was an effective 
auxiliary in times of war. I he first of these reasons is less impoi taut 
in our day, when steel battleships have intricate and highly spe- 
cialized machinery of their own. Tlie second is perhaps as im- 
portant as in former days. A modern navy needs an elaborate com- 
plement of scout ships, supply ships, colliers, not to mention 
transports. A large mercantile marine suj)jdies these, or at least 
aids in meeting the suddenly increased need of them which arises 
in time of war. If, to use Adam Smith’s phrase, defense, for tliat 
matter, aggression?, is more important than opulence, it will be 
worth while to promote a mercantile marine, even tho it cannot do 
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its work so < licaply as foreign shipping. It might even be economi- 
( al to snlrsi(li/.e a mereliant marine, under conditions which assure 
the availability of the merchant ships in time of war; this course 
being very possibly cheaper than that of hurriedly creating an 
auxiliary fleet when war breaks out. 

1 he protection of shipping, viewed simply as a matter of the 
adjustment of a ccmntry’s productive forces, presents no new 
(|uestion of principle. If foreign ships can carry goods more 
( heajjly than domestic ships, let them do it, says the free trader. 

There is no wonder-working magic in having your cwn ships. 

I hey exist simply to c arry goods; and the same grounds which 
hold lor letting the loreigner produce and sell goods to you, if he 
c an do it more c heaply, hold lor letting him transport goods for 
you, il he c an do this more c heaply. 

I he only economic |)ec uliarity in the shi|>ping situation is that 
the usual method of protection, by duties, is not here available; 
al Ic'ast not lor sliipping engaged in foreign trade. True, a system 
ol pi c'lerential taxes can be elaboiated, tonnage duties being 
made higher on foreign ships than on domestic*, or on goods im- 
ported in foreign bottoms. But this sort of discrimination invites 
easy retaliation. 1 he domestic ships so favored must in due time 
go to foreign |)orts, and in those ports they in turn may meet the 
same .sort of hostile treatment. Not only may they do so, but they 
c ertainly will. Retaliation of this sort has been universally applied.* 
Ilc'iue all countries have found themselves compelled to enter on 
reci|)rocity arrangements for vessels engaged in the direct trade 
l)c’t\\ec*n them, and have agreed to treat domestic and foreign 
vessels on the same terms. Tor .shipping in the foreign trade, the 
oulv available protec live policv is that of direct subsidy. Coastwise 
shipping— from one port to another in the .same country (includ- 
ing colonic's) is of cour.se not subject to this limitation, and here 

protec t ion can be applic*cl without hindrance. Most countries which 
in. lint. tin piotection in anv form apply it to the* coasting trade by 
c‘\c hiding foreigners onc e for all. 

National jiride and prejudice, which have been important fac:- 
tors in promoting the growth of protective feeling, have been par- 
ticularly .so in regard to shipping. The Stars and Stripes have 
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disappeared ftoni the seas: here is the most effective poptilar avjjjii' 
ment in favor of shipping subsidies. Vaguely asso( iated with this 
are the arguments in favor of a merchant marine as a means of 
supplementing a fighting navy. This combination ot sentiment, 
military glory, and serious political considerations belongs outside 
the strict domain of economics. As a matter of material welfare 
the drift of all rational economic thinking is against subsidies to 
shipping. Soberly considered, merchant ships are but implements 
for promoting the division of labor, and the Stars and Stripes 
waving over them arc cause for patriotic exultation only if tiic 
ships are made and handled to the real advantage of their own 
country and of other countries as well. 

§ 4. While subsidies — direct payments to domestic producers 
— are the one form of protection available to the shipping trade, 
in other industries there is a choice between subsidies and import 
duties. During the seventeenth and eighteenth centuries, the 
period of unblushing mercantilism, subsidies were freely applied 
over a wide range. In the course of the nineteenth century, they 
were gradually dropped, few remaining at its close. Their disap- 
pearance was the result in part of the administrative difficulties 
inevitable in guarding them from abuse, even more of the general 
current against protective measures. It is one of the most curious 
features of the great changes in all these matters during the post- 
war period of the twentieth century that direct subsidies or boun- 
ties again came to be paid on a large scale in the most varied parts 
of the world, — not only on the Continent and in Great Britain, 
but in countries as different as Australia and British India. In 
Great Britain, once the tenacious upholder of free trade princi- 
ples, bounties were given on articles of the kind for which the free 
trade reasoning had been supposed to have the greatest validity, 
such as agricultural products (wheat and sugar beets) . This 
change, like so many others among the unexpected disruptions 
brought on by the war of 1914-18, rested on interests, prejudices, 
trains of reasoning in which the economic aspects were either 
glossed over or deliberately set aside: an aspect of the situation of 
which more will be said presently. 

Bounties or subsidies are a less popular and hence a more vul- 



IN I'KRNA riONAL TRADE 


[Ch. 37 



luiiihlc nictlKKl of protection than import duties. Import duties, 
while in essentials they come to much the same thing as boun- 
ties, (an he deleiuled hy a host of persuasive tho fallacious argu- 
ments. riie direc t payment of money to a favored industry pre- 
sents in nnmistakahle form the cjucsticm whether it is really worth 
while thus to tax the community. From the free traders’ point of 
view, this very simplic ily is an argument in favor of using in all 
( ases h<)unti(*s and suhsidies rather than import duties. The gen- 
et al icaoj^nition of the need of taking account of the repugnance 
to honnties is shown hy the fact that they are not ohen granted 
without limit of time; they are usually for a stated period only, 
afiei which tliey (case either at one stroke or hy gradual steps. It 
is iai(* that any provision for automatic cessation or reduction is 
made when protiative duties are imposed. 

It is this dilfereiKe between suhsidies and protective duties — 
as to prohahilitv of peiniaiieiue — which signifies most. As regards 
lasting elhats, the e<onomi<' difference is iti the ways in which 
the lessening of tin* itational dividend is worked out. The real 
eiidming ( onstajueiK cs at e the* same*. In the* ( asc of duties, the 
idtimate ouuome is (hat the pri( (‘s of the taxed articles are higher 
t/ian ihe\ wotdd otherwise he; while yet the government gains no 
leNcnue. bounties, on (he other hand. (;uise no rise in prices of 
the suhsidi/i*d aitic les, even tho the* industries are siu h as ccaiild 
not hi' (allied on without them. Fhe hounties arc* a drain on the 
puhlii leM'iiue and merelv serve to offset the inability of the 
assisted industries to produce the articles as cheaply as they could 
he had thru importation. I his is the gist of the free-trade reason- 
ing (he economic icasoning. In the end, no individuals gain, but 
the communitv loses. All else is hut ([ualification and explanation. 

I he hist effect in hotli (asc*s. however, is that somebody 
gets g.uus at the expense of somebody else; and in Ixath it is the 
st.ige of initial gains which is most c'onspicuous and bulks largest 
in popular disc ussion. In both casc*s, again, the stage of high gains 
mav List lor a considerable ]x*riocl. 1 he incite imperfect competi- 
tion is, the longer will the gains last: if there is a well-intrenched 
mono|)olv. indelinitelv long. Whatever the conditions — pure com- 
petition. imperfect competition, memopoly — what we hear loudest 
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from the free traders is talk about ill-gotten gains, plundering one 
set of people at the expense of another, robbci barons; while the 
protectionists avow that they are increasing the deinaiul for labor, 
helping the workingman, fostering domestic industries, keeping 
the money in the country. In all of which tliere is — as regards the 
short-period consequences — a modicum of truth on both sides, yet 
little understanding of the heart of the (juestion: whetiier govern- 
ment by either sort of legislation can siuceed in directing industry 
into more productive channels and so in raising the total national 
income of goods and services. 

§ 5. Considerations as to general social soundness are supposed 
by some to strengthen the case for free trade, by others that for 
protection. But it is doubtful whether a strong case tan be made 
out on such grounds either way. It is said by the protec tionists that 
diversified industry brings sc^cial and educational advantages and 
that a community whose occupations have a very narrow range 
will be deficient in intelligence and adaptability. In view of the 
degree of industrial diversity which is certain to appear under any 
circumstances in a modern country of advanced civilization, this 
sort of vague allegation has no probative force. Free traders have 
argued on the other hand that a diversity of industries secured by 
the promotion of manufactures at the exj^ense of agriculture is 
more likely to bring bad social and political cc^nsecjiieiices rather 
than good ones. Manufactures mean large-scale production, con- 
centration in comparatively few hands of management and of 
ownership, dependence ot workmen on wages by hire, increasing 
inequality. They mean, too, crowding in cities, and the temptation 
to exploit women and children. In the earlier part of the nine- 
teenth century arguments of this sc^rt were much used in the 
United States against protection. They were not without weight; 
they may not have quite lost their weight. The soundest parts of 
our American nation are in those regions of the North where 
agriculture is still the dominant industry. But after all the mode 
in which an industry is conducted and the character of the people 
engaged in it are more important than the nature of the industry 
itself. The workingmen of the English manufacturing districts in 
Lancashire, Yorkshire, and Scotland are better social stuff than 
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tfic agricultural laborers of eastern Germany and probably even 
than most ol the peasant proprietors of France. Protection and 
IVee trade are minor factors as compared with the diffusion of edu- 
( ation, the general range of intelligence, the distribution of wealth 
and income, the demarcations of social classes, political and in- 
dustrial freedom. 

A special apjilieation of social and political arguments was made 
in (Germany in the opening years of the twentieth century, com- 
bined with reasoning of a strictly economic sort. There the contro- 
versy was belw(ren the advocates of the A^rarstaat and of the In- 
duslrirstual,^ the former being in favor of duties on grain and 
other agricultural jiKjducts, the latter opposed to them. To the 
former — the jirotec tiijuists — dependence on foreign countries for 
indisjiensable foodstuffs always seems to entail evils and dangers. 
An agric ultural population, or at least a population with a due 
proportion settled on the land, is thought to be better social ma- 
K'lial than one mainly engaged in manufactures. A great develop- 
ment of manufac tures, moreover, and a dependence on foreign 
markets for disposing of the products, bi ing uncertainty. Hostile 
tarills, or the loss of the advantage in prodiu tion on which the ex- 
portation rests, may put an end to the trade and endanger the 
i*siahlished industries. Finally — and here the crux of the argu- 
ments was le.uhed — the relations between the Furopean manu- 
fac lining lountries and the oversea countries which developed 
dm ing the l.isi cpiarter of the nineteenth c entury were regarded as 
essciniallv temporary— temporary, that is, compared with a na- 
tions lilc* histoiv. I'he sujiply of fciod, and es|)ecially of wheat, 
from the rniled Stales. Argentina, Clanada, rest on methods of 
cnltivation which could not be permanently maintained." I'he 
continuous use* of the soil lor the same crops can be kept up only 
so long as new land remains available. Sooner or later — and it will 
he soon, say these protectionists — the virgin lands will all be oc- 
cupied; and then a conserving cultivation, with varied ciops, must 
come. Meanwhile. |H)pulaiion in the new countries increases 

* riic (>CMii;in wont “huliismc” means "maiuifactiires.” The English "Indusiry” 
iDiiiiiioiii) leleis (o all cht* o|KTa(ion> of picxhictioii. But “industrial,” whether used 
.IS .idjective or noun, refers to manufactures. 

-See what is said in C"hapter .j2, ^5, Vol. II. 
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rapidly, their own consumption of foodsfiffs becomes greater, 
their economic situation becomes steadily less favorable to the ex- 
portation of grain and the like. 

Hence — so the argument ran — those old countries in which 
great manufactures deVelop, based on an exchange of the manu- 
factured products with imported food, must face the jxtssibility, 
nay the probability, of an eventual revulsion. Food will no longer 
be obtainable by importation. Tbe manufacturing population 
must then go back, in part at least, to the land. Hut this popula- 
tion, under the stimulus of plentiful em|)loyment and cheap food, 
will have become large, and an endeavor to support it at home will 
meet all the obst.acles of diminishing returns from land. The ex- 
ample of England is held up as a warning. Her great ijopulation, 
which the country’s own resources cannot po.ssibly supply with 
food and materials, is necessarily dependent on foreign trade, and 
must be constantly uneasy lest trade with other countries may fail. 

There is much validity in this train of reasoning. As put forth 
by careful thinkers, it admits the Inimn facie loss from protection. 
In the pre.sent generation food is indeed got cheaper by foreign 
trade, and the exchange of manufactures for food is for the time 
being advantageous. Some ol the ardent protectionists hesitate in 
this .sort of adini.ssion, as people (oinmonly hesitate and minimize 
in such concc.ssions to (heir opponents; but the adini.ssion must be 
made. It must be admitted also that the proce.ss of checking the 
growth of manufactures by making foodstuffs dear is a trying one. 
It is a sacrilice to the future which in the present generation may 
be imjiopular. Hut where the sentiment of nationality is strong 
and the welfare of coming generations is prized, such .sacrifice may 
be willingly made. 

To go into all the details of the controversy on Agrarstaal and 
Indnstrieslaat would jx^ss the limits of this book. The free traders 
aver that in a country of great extent and diversified climate like 
Germany, no such extreme development of manulactures as in 
England is to be looked for; that the probability of failure of sup- 
plies from food-exporting countries is exaggerated; that if there 
comes eventually a check to the exchange of manufactures for 
food, it will be by no sudden disastrous halt, but by a gradual 
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process to which industry and population can adjust themselves; 
and linally that, for the present generation, the burden of import 
fluiies is heavy and that the chief beneficiaries are a small knot of 
large landed proprietors. The main economic argument of the 
protedionists, as to tlie future failure of food supplies, raises a 
(piestion dillicult in many directions — namely, how far it is wise 
to uo in the restriction of immediate satisfactions for the sake of a 
distant and more or less uncertain future. Shall we now for ex- 
ample husband our coal supplies, which we know to be limited? 
Or shall we use them Ireely according to present needs, partly in- 
dilleient to the distant ftiture, partly trusting to possible dis- 
coveries and impiovements for other sources of heat and power? 
Shall the (iermans (and the English, too) maintain a policy of 
lre<‘ trarle and of dependence on distant countries for food and 
mater ials needed now, without speculating too anxiously upon the 
(ontinuaiue of these suj^plies in the uncertain future? It is easy to 
err in (‘udeavoring to provide too solicitously for coming genera- 
tions. Sn< h are some of the large problems which the protective 
(ontroversy prc'sents in a country like (iermany — problems which 
give fair ground for ditfereiues of opinion, and involve considera- 
tions mu(h ^veiglnier than those usually put forward by protec- 
tionists in the United States. 

^ (k A similar phase of the tariff controversy developed in 
England. Erne, the stejxs towards a manufacturing nation {In- 
ilustrir.stnat) had been irrevocably taken, and the question was as 
to the bivsi means of remaining with safety and prosperity in this 
far developed stage. It would seem at first sight that here a policy 
()l free trade alone is tenable. Yet the reaction against it appeared 
in I* ngland .dso. and was not without the suj)port of effective argu- 
ments. I hese arguments, so far as they are of weight, turn mainly 
on tlu‘ ex|)edieiu y of rec iproe iiy arrangements. 

In the preceding |)ages it has been said more than once that 
exaggerated importance is commonly attached to a country’s ex- 
ports. Eor a country in England’s situation, however, there is sub- 
st.mtial ground lor watc lung the exports with special care and per- 
haps with senne anxiety. Ehcy are the means for obtaining indis- 
pensable imports. The alternative of producing the imports at 
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home — of turning tlic labor and capital from making the tilings 
exported to making those now imported- -hat dly exists, hnglaiui 
must import; and in order to import, slie must export, lleiue 
everything which les.sens the market for exports imist cause con- 
cern. Among the ominous possibilities is the imposition of pro- 
tective duties elsewhere. It is a matter of large c onseciuence for 
England to maintain in other countries an open market for her- 
self. Hence the advocacy of imperial federation or imperial prefer- 
ence duties as a means of inducing the colonies to relax, il not to 
give up, their duties on English gocxls; and hence the advocacy ol 
duties on foreign goods in England, as a means of chaflering with 
other countries in negotiations for the recijirocal reduction ol 
tariff barriers. In England, as in all countries, the vulgar lal lac ions 
arguments in favor of protection play a large part in the popular 
controversy: such as increased employment lor home labor, sup- 
port of domestic industry, tribute to foreigners in ])ayments lor 
imports, and so on. But these arguments are more insidiously dan 
gerous in England than anywhere else. "I hat country depends lor 
its very existence on manufacturing industries whi( h are able to 
face the ccjinpetition of the world. II onc e these industries, one and 
all, cannot face foreign competition — il they really must lean 
on protection against foreigners — her future is dark. 1 he only 
sc^lid ground for advocating duties on all the manuLu tined piod- 
ucts is that some industries are still in the van and that an all- 
inclusive system would eatable the diplomats t(j higgle moic ef- 
fectively for the admission of their products into other countries. 
And the only ground for |)referential arrangements with the 
colonies is to induce them to admit English goods with no duties 
or with duties lower than those imposed on non-British goods. 

In general, a retaliatory policy, that is, the levy ol duties on im- 
ports in retaliation for duties elsewhere on a count! ys c.*xpoits, 
makes the economic situation not better, but worse. If Germany 
levies duties on English goods, the advantages fnmi the division of 
labor between the two countries are lessened by .so much. Il 
England then levies duties on C;erman goods, tliose advantages 
are lessened by so much more. If, indeed, one takes the Mercantilist 
view of foreign trade and assumes that its chief objec t is tcj procure 
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a market for the exports, then retaliation and reciprocity assume 
a different aspect. Then a country becomes always intent on in- 
creasing its exports and always uneasy at increasing its imports: 
and then it will perhaps consent to admit some imports more 
f reely only if tempted by a bait of selling some exports more freely. 
.So long as this state of mind exists, there is at least a possibility of 
sec uring an eventual relaxation of restrictions by first imposing 
K sii i( tions. 

What may be the substantial grounds for expecting a real ex- 
tension of international trade thru reciprocity treaties, it is dilfi- 
( ult to say. Adam Smith remarked that this matter was not for the 
(•(onomist but for “that (rally and insidious animal called the 
statesman or politic ian.” d he staunch free traders aver that (Jther 
(ountries will go their way undisturbed by retaliatory duties or 
preferential offers, or will make concessions that are (jnly nominal; 
and that the initiating (ountry herself will suffer at once from her 
own rest! i( lions, and in no way gain in the end. On the other 
hand, it must be admitted that the Mercantilist notions persist 
with extraordinal y tenac ity. I'he immense majority of persons 
think of a recluc tion of duties not as a gain to their own country 
but as a faNoi shown to the loieigner; and conversely they think of 
taiiff reductions by foreigners as the opportunity to sell more 
goods abroad and j)rc)lit thereby. 

7. 1 he growth of protec tion during the c losing years of the 
nineteenth century and the opening years of the twentietli was a 
remarkable phenomenon, in view of the weight of rational opinion 
against most of tlie arguments commonly advanced for it. During 
the generation following the repeal of the Knglish corn laws in 
itSpi, the indications seemed to be that free trade, or at least a 
great relaxation of c ustoms barriers, would extend over the civi- 
li/c‘d tvorld. Uui in the decade 1870-80 the c urrent bc^gan to turn 
the other wav. (lountrv after country moved toward jnotec tion, and 
even in l.Jigland. the home of tree trade, signs of reaction aj)- 
jHarc'd. The protectionist movement is explicable on various 
grounds. I he growth of nationalist feeling was one important 
cause. Protec tion seems, to most people, a “national“ |x)Iicv, and 
m fac t is so. in the sense of c ausing exc iianges to be made within a 
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country rather than between countries. The prinriplc of free trade 
has a certain cosmopolitan flavor, and assumes a^ well as })romotes 
a spirit of peace and good will among the nations. Another cause 
was the admitted need of a thoro reconstruction of economic 
theory. This promoted skepticism as to free trade, which was one 
of the cardinal doctrines of the older s( hool; altlio no part of the 
system of the older economists has stood the test of time and criti- 
cism better than their reasoning about international trade. Still 
another cause was the competition of oversea countries with the 
agricultural producers of the Continent. The landed interest there, 
formerly indifterent or hostile to duties, joined in the demand for 
protection against underselling foreigners. At all events, during 
tlie generation preceding the war of 1914-18 a wave of protection 
succeeded the previous one of free trade. 

After the war of 1914-18, the wave of protection mounted higher 
and higher, and free trade was (juite swept aw^ay. In part this arose 
from the same causes as those of the pre-war period. Economic 
theory gave more and more attention to imperfect competition, 
and to the play of demand rather than to any steadying influence 
of supply. It cannot be said that the essential conclusions concern- 
ing international trade, as stated in the j)rcccding pages, were 
seriously impugned; but their exposition could not be so confident 
and dogmatic. As regards the whole wide range of state action for 
directing the channels of industry, a less confident tone about 
international trade was the result of the growing belief that there 
must be more of conscious and deliberate contia^l of economic ac- 
tivity; more planning all around, not merely in the international 
distribution and diversification of industry but also in monetary 
systems, the ordering and steadying of domestic industry. Much 
of this was brought about by the extraordinarily severe depression 
wiiich set in after 1929, the distracting confusion of the industrial 
and monetary situation, the resort to any and every means which 
might somehow promise to promote stability. In the field of inter- 
national trade the most important element was the intensification 
of nationalist feeling. That led to an even more stringent pro- 
tectionist policy than before the war in the United States and in 
continental countries, and to the definitive adoption by Great 
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Hiitaiii of a bargaining and “quid pro quo” policy. The extreme 
loiin ol protcc lionisni appeared in Germany; the advocacy of 
aiitaK liy (Autarkic) , which came from people of the most various 
sen Is.- mystic s, idealists, fanatics, political and economic leaders. 
It called lor isolation in every country and complete economic in- 
dependence, above all for (Germany. Such a consummation ob- 
\ ionsly was not feasible unless a country had a large and diversified 
aiea. I lie proc laimed ideal was both effect and cause of the de- 
mand for political changes. Its rcali/aticjn might be deemed not 
impossible lot the Ihiitccl States, or for a newly created state or 
c oiilc cleiation in tlie middle of Kiirope. d lie British Common- 
wealth might conform to it after a fashion, f'ven tho it could not 
give- ptomisc‘ c ithca of complete free trade within the range of that 
huge and nnwic ldv Commonwealth, or of complete isolation from 
non tnembcM s, it tnight bring about such moderation of protection 
in tlu‘ several const itttents of the CiOminonwealth as would main- 
tain a great part of the advantages from free trade while still 
placating the demand for friendly trading with yoiir countrymen 
and aloolness horn others. 

In all this there* was more froth and foam than in the pre-war 
peiiod, moic* loose talk and stiperfic ial thinking; and alsc 3 more 
attention, c*\ en tho not of a wiser sort, to other than economic con- 
sidc ‘1 .It ions. So far .is the economic: aspec ts go, there was little to 
sav hevoncl what had been threshed out again and again. It was a 
time* when .aspects othc'i than economic: were forcod on men’s 
minds more ;ind more; both the relations of soc ial classes to each 
other and those* of nations .and peoples. I hese matters of political, 
soc i.d .md ethic.il philosophy are in part ejuite within the range of 
c'conomic s, but in good |);n t go beyond it. So far as international 
ti.ide is concerned, the reasonings and conclusions of our science 
.ire b;isc‘d on the assumption of cemtinued peaceful dealings. Their 
tic'iid is against war, against the blocking and disruption of trade. 
It is tow. n cl .nnitv, good will, cooperation in all the dealings of 
mc*n with c.u h other. 

^ S. In the* rnited Slates a .severely protective tariff was main- 
i.iined for h;ilf a century after the Civil War. The financial 
cxigetu ies of the war caused high duties to be levied, and in sub- 
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sequent years these were retained. A rigid and all-inclusive system 
of protection grew up, and persisted without serious modification 
(barring a brief reaction in 1894-97) during the post-war period, 
— indeed with a marked accentuation in 1922 and in 19.SO. 

The economic effects of this system it is impossible to follow 
empirically. We have seen that its effects on the terms of inter- 
national exchange are so interwoven with those of other factors 
that no unraveling is possible. Even more baffling is the task of 
following or measuring its effects on general prosperity. The pro- 
tectionists, on this subject as on the rate of wages, have preached 
and protested that all good things come from their tariff. Such talk 
results naturally from the exigencies of partisan conflict and the 
need of simple arguments for the mass of voters. So loud and per- 
sistent has been the talk that for many persons, even for many who 
are not unintelligent or uneducated, it has become an article of 
faith that the prosperity of this country rests on the protective 
tariff. Yet there is no greater delusion. A multitude of factors ex- 
plain our general welfare — vast resources, a far-spread division of 
labor within the country, a free, active, and intelligent population. 
Has not this North American region been for several centuries, 
under all sorts of economic and political conditions, the envy of 
the world? But to trace in detail the part played by any one factor 
in promoting or retarding the enviable outcome is well-nigh im- 
possible. Certain it is tliat, so far as the tariff is concerned, we must 
rely chiefly on general reasoning. The first and obvious effect of 
protection is to turn industry into less advantageous channels; 
and there is, in my judgment, no good case to rebut this general 
conclusion and to establish a balance of gain from such a tariff 
system as the United States has had since the Civil War. 

Yet it should be said that on many articles the duties were but 
nominal. These are the articles which were made as cheaply within 
the country, and (competition being active) were sold as cheaply. 
The mere imposition of a duty does not raise prices. It does so 
only if a foreign supply is cut c^ff and a more expensive domestic 
supply is thereby induced, or a dcjinestic monopoly fostered. I he 
extent to which manufacturing industry in the United States is 
dependent on the tariff system is vastly exaggerated by the pro- 
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tectioiiists. One would suppose, from their doleful predictions, 
that not a duinncy would smoke but for the tariff. In fact, the 
United States is c ertain to be a great manufacturing country under 
any conditions. So much is assured by its resources of coal and 
minerals and by the ingenuity and enterprise of its people. Its 
(omparative arlvaruage is by no means confined to agriculture, 
but this same ( onsifleratir)?! indicates that the free traders 
went too far in ascribing ill effects to all the parts of the protective 
system. It did not change the course of industry so greatly as their 
( barges implied. The ( ountry would be as pros|)erous, would have 
industries as diversiliefl, without a high tariff as with it. The cjuan- 
titaiive effect of a piotec tive tariff is commonly exaggerated in all 
(ounti ic's, not in the Unitc'd States only. 

(). The conditions on whic h depends the maintenance of 
manufac tures in a (ountry like the United States deserve a mo- 
ment s consideiation. ITe usual cause of advantage in manu- 
l.K tines is hettca mac hiiieiy and inethods. Take the case of the shoe 
manufac tine, wide h has been cited as one of our eflicient and in- 
clepcMideiU indusiries. Shoe's are not im|)o!te(l: they are beginning 
to he exported in considerable cpiant it ic*s. The Americans have 
taken the lead in the invention and perfection of machinery for 
making them, lint mac hinc'iy can be bought or copied. Idle (Ger- 
mans. perhaps, can copy it, and then, woiking it with cheaper 
l.d)oi, can undc'isell the .Americans. 4 his is ofte n true of the (ier- 
mans, oi .it least w.is .so; they have been good imitators, tho slow 
originators. It is said that .American steel skates, devised and per- 
fec led in tlie United Stale's, were copied to the smallest detail in 
(d'rm.inv, and then, being made there with clu'aper labor, were 
imported into this country, rids .sort of imitation is not usually 
possible; since lor the operation of mac hinei v a force of intelligent 
and skillful mc'c hanics is often as necessary as the machinery itself, 
and is muc h more clillic idt to sc'cuie. Hut the thing is possible, if 
not .ilw.ivs.it Ic'.ist in m.in\ c .ises: and the more .so if machinery be 
comes .lutom.itic . 1 he s.il\ .it ion of the indnsirv then is, in a coun- 
tn like the Uidiccl St, lies, inc c’.s.saiitly to inijirove machinery. (a)ii- 
st.int progress is the condition of maintaining the comparative .ad- 
vantage. Once the same inethods — that is. the same effect ivene.ss 
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of labor — prevail the world over, then the country \.hei e wages are 
lower can sell cheaper/ 

It is commonly said that the United States is likely to iiave an 
advantage in those manufactures where machinery is much used. 
This is true; but the real explanation is not often given. Fhe mere 
use of labor-saving machinery does not give an advantage. Ma- 
chinery represents only one way of applying labor. It is tlie use of 
labor-saving machinery to a greater degree or in a more ingenious 
way that enables the output to be comparatively cheap even tho 
the wages of laborers are high. In those industries which are 
adapted to the machine processes, American labor is likely to be 
more efficient. Which those industries are, cannot be settled by any 
rule. The march of invention is inegiilai. Sometimes Americans 
take the lead, sometimes Englishmen, sometimes Ciermans or 
Frenchmen. It is proverbial that Americans have a more than 
creditable record in this sort of competition; and the economic 
corollary is that they do well to confine their manufacturing ac- 
tivity to those industries in which they seem able to kee|) in the 
van. 

In some cases in the recent history of manulacturing industry 
in the United States, it is to be admitted that this process of get- 
ting the lead seems to have been promoted by protection. l"hat is, 
protection to young industries has been successfully applied. The 
object has been attained by a rude, blundering, expensive method; 
but we must grant that attained it has sometimes been. The silk 
manufacture has already been cited as an example. Possibly the 
iron and steel manufacture presents another. But this latter case is 
more doubtful, because the question always arises whether such 
an industry, already established on a moderate scale in the country, 
would not probably have grown to independence under any cir- 
cumstances. The steady increase and thickening of population and 
the growing scarcity of free land tended in any event to bring 
about the development of other than agricultural industry. The 
great streams of immigration and the altered conditions of labor 


* 7 'his holds true, that is, of any one industry. If all industries had the same 
methods and the same efficiency the world o\cr, there would prcsuinaMy he no 
differences in wages. International trade would then cease. Cp. Chapter 9,4, §4. 
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supply thereby brought about strengthened still more this tend- 
en< y. The tariff system, even where it may seem to have acted in 
tile way of protec lion to ycjung industries, often merely quickened 
development which would have come soon enough without it. 

In this review of the tariff problem nothing has been said of 
some of its more obvious bad aspects — the pressure of interested 
producers to obtain measures favorable to themselves, the contri- 
butions of a semi-c:orrupt character to party chests, the log rolling 
by which each legislator strives in the general scramble to secure 
duties that will be of benefit, or at least will be thought of benefit, 
to his own constituents. The tendency in popular gewernment 
for each representative to press the real or supposed interests of 
his spc*c ial c otistituents is the greatest evil of democracy. It has 
been expei ienc ed to tlie full in tariff legislation. Rut it appears in 
many direc lions, in tilings good as well as in things doubtful — in 
education, harbor improvements, the postal servic:e, public: ':ontrol 
of railways and other industries. Something of the sort must be 
laced whenever the State undertakes to direct and regulate matters 
of immediate economic consecjuence. We should give attention 
< hielly to the general outcome, under such working conditions as 
the existing state of |)olitic'al mac:hinery makes possible; and from 
this point of view the cpiestion of protec tiem also must be judged. 

R K F F R K N C E S () N BO O R I V 

On the foicMgii exchanges, an older hook, dealing with the main 
pitiuiples, is (i. |. (iosehen, Theory of the Foreign Fx( hariges (i8()i; 
revised later editions.) More recent is G. Claire and N. Crump, The 
.1 li of the Foreign Fxehanges (loth edition, . chiefly on the de- 

tails of the mechanism in England. A. C. \Vhitaker, Foreign Exchange 
(I'd edition, hdl and detailed on tlie mechanism, especially in 

the I'liiiccl States, and also dcxils with the larger c|uestions c^f principle. 
The etlec IS of dislocated exchanges are well considered in C. R. Whit- 
tlesey. International Monetary Issue (iy:t7) • 1 he same subject is treated 
with a wealth of information in S. E. Harris, Exchange Depreciation 

On international trade, outstanding among the expositions of what 
is called the “classic” theory are the chapieix in Book III of J. S. Mill’s 
Prindples of Political Economy, and Book III of MarshalEs Money 
Credit and Cotnmerce (1923) . Still later is Taussig, International Trade 
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(1924). An able statement, much compressed and no. always easy to 
follow, is in Bastable, Theory^ of Intexjiational Tmde (.jih edition, 
1903) . A systematic treatment is J. O. Yntema, A Mathematical Refor^ 
ynulation of the Theory of International Trade. 

More recent books, giving a larger share of attention to such subjects 
as international investments and dislocated exchanges, are G. Habcrler, 
Theory of International Trade (1936) ; P. J. Ellsworth, International 
Economics (1938). B. Ohlin, Interregional and International Trade 
(*933) » covers, as its title indicates, a wider range than earlier books. 
J. Vincr, Studies in the Theory of International Trade (1937) , not a 
systematic treatise, is noteworthy for its discussion both of the develop- 
ment of theory from the 17th century to the 20th and of the theoretic 
problems of the later date. 

Notwithstanding the mass of literature on Free Trade and Protec- 
tion, no book covers this one subject satisfactorily. The best treatment 
is — as one would expect — in the books on international trade at 
large, such as those of Haberler and Ellsworth, just mentioned. An ex- 
rcllent discussion of the tariff issues at large and also of the English 
conditions of 1900-31 is in Tariffs: The Case Examined (1931) by a 
committee under the chairmanship of Sir W. Beveridge. On the eco- 
nomic effects of protective duties in the United States I venture to refer 
to two books of my own, Some Aspects of the Tariff (hiestion (3d edi- 
tion, 1931) and The Tariff History of the United States (8th edition, 
• 93 ') • 
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